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What every bride shouldnt know: 





Waar it feels like to be poor... 

What it feels like when your first-born 
needs an expensive doctor—and you can’t 
afford it... 

What it’s like wanting a home of your 
own... and never quite getting it... 

What it’s like having your kids grow up 
not knowing whether they'll ever get to 
college oe. % 

What it’s like to see the Joneses and 
the Does and the Smiths able to travel 
abroad—but never YOU wee 

What it’s like to have to keep telling 
yourself, “He may not have money, but 


Save the easy, automatic way...with U.S. Savings Bonds 


he’s my Joe.” 

There is no cure-all for all these things. 

But the closest thing to it for most of 
us is buying U.S. Savings Bonds—auto- 
matically. So here’s a bit of friendly ad- 
vice for newlyweds: 

Get on the Payroll Savings Plan 
where you work or the Bond-a-Month 
Plan where you have a checking account. 

Kither plan helps you save money regu- 
larly, automatically, and surely, for the 
things you want. 

It’s one of the finest things you can do 
to start married life right. 

















Contributed by this magazine in co-operation 
with the Magazine Publishers of America as a public service. 
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Than Meets The Eye - - 


The Addressing Machine & Equipment Co. is one 
of the largest rebuilders of office machines ‘in 
the world, and yet our name is often confusing. 
More than a decade ago we rebuilt and sold 
mailing equipment. 

But for the past 20 years accountants,comptrolk- 
lers and purchasing agents have relied upon us 
for rebuilt accounting, bookkeeping, billing and 
calculating machines. Mark that up in your 
memory the next time systems are being 
considered. 


All machines are guaranteed to look and oper- 
ate like new and are serviced Free for one year. 
We invite you to cali for the services of a 
Systems and Methods representative. 


ADDRESSING MACHINE & EQUIPMENT CO. 


326-330 BROADWAY NEW YORK 7, N. Y. WOrth 2-5337 
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multiplies electrically valuable time ordinarily lost copying figures and re-calculating problems 


and prints 

f Your facts are right the first time when the printing calculator produces 
ea sie your figures. This machine never relies on assumptions . . . it automatically 
2 709 ov Avra prints on the tape each factor and answer of every calculation. You never 
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later. Compact and simple to operate, the 10-key printing calculator gives 
adds, subtracts you complete, rapid figuring service. It multiplies and divides automatically, 

and prints adds and subtracts — and prints each factor. 


Ask your Remington Rand representative for a demonstration, or write 
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Division, Department PA, 315 Fourth Avenue, New York 10, New York. 
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Fund Accounting for Voluntary Hospitals 


By Simon Logs, C.P.A. 


Introduction 


— profession of accountancy has 


developed rapidly during the last 








S1mMon Logs, C.P.A., is a graduate 
of the New York University Schoo! 
of Commerce, Accounts and Finance, 
with the degree of B.C.S. He has 
been a member of the Society since 
ea and a member of the Institute 

ce 1936. He was a director of the 
Americ wn Society of Certified Pub- 

Accountants for five years until 
oe merger with the American Insti- 
tute of Accountants. Mr. Loeb has 
been a director and officer of the So- 
ciety for a number of vears and re- 
cently was elected President to take 
office on October 1, 1947. He has 
served as member and ¢ -hairman of 
many of the important Society Com- 
mittees. 

Mr. Loeb served on the New 
York State Board of Certified Public 
\ccountant Examiners from 1925 to 
1930. He lectured on auditing at 
The College of the City of New 
York, and is a member of the Ad- 
Visory Board of the School of Ac- 
countancy Practice of Pace Institute. 
He is a member of the Board of 
ap lacey of the Accountants Club 
of America. Mr. Loeb is semor part- 
ner of the firm of Loeb and Troper. 

The paper here presented was 
read at the Institute for Accounting 
Executives. sponsored by the Amer- 
ican Hospital Association and the 
United Hospital Fund of New York, 
which was held in New York City 
from March 24 to March 28, 1947. 
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several decades to a degree where the 
application of accounting principles and 
procedures is important and necessary 
to every phase, and in every field of 
our national economy. Compared with 
the older professions it is young, but 
vigorously expanding its spheres of in- 
fluence and usefulness towards all 
points of a horizon which apparently 
has no foreseeable limits for opportu- 
nities better to serve the public. 

Forty to fifty vears ago, when the 
profession in the United States was in 
its early vears, there were very few text 
hooks available on accounting subjects. 
We have come a long way since then, 
and today recourse may be had to many 
authoritative books and a literature of- 
fering comprehensive coverage. A sur- 
vey of this mass of material will disclose 
that relatively little has been devoted to 
accounting for non-profit institutions 
generally, and still less on the subject 
of accounting for hospitals. Changes in 
our national economy, more recently 
accelerated by war and post-war con- 
ditions and our complex industrial and 
governmental structures, have pointed 
to the necessity for accounting refine- 
ments not heretofore envisaged. Nu- 
merous federal, state and municipal tax 
laws with governing regulations ; com- 
petition ; cost as related to price; differ- 
ing types of business enterprises; the 
importance to entrepreneurs, corporate 
and individual, of informative financial 
and related data; and other factors, 
have inspired many writers to expand 
on specialized subjects in these fields. 
Naturally, colleges and schools with 
accounting courses have generally 
planned their curricula to keep step 
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with these requirements. The same 
measure of attention apparently has not 
been directed to the need also for mod- 
ernized and specialized instruction and 
training in accounting and management 
courses for non-profit institutions as a 
group, with particular emphasis in 
these courses upon hospitals. 


Fund Accounting vs. Commercial 
Accounting 

The fundamentals of accounting 
principles apply with equal meaning to 
industrial and hospital enterprises. 
However, there are marked differences 
in the methods of accounting procedure 
as applied to each, because of the differ- 
The prime 
purpose of a business is to create profit ; 
that of a _— tary hospital is to pro- 
vide service. A business receives its 
initial honds through investment by an 
individual or by a group of individuals 
pooling their capital as a partnership 
or corporate entity. Thus established, 
these investments increase or decrease 
to the degree of accomplish- 
ned by management. On the 

other hand, there is no such “invest- 
ith a profit motive in the oper- 
untary hospital, its 
charges to 
patients, income on investments, en- 
appropriations and 
governmental agencies, 
church bodies, and other supporting 
[ssentially, the success of a 


ences in_ basic objectives. 


accord 5, 
ment attal 
+] 

ainda wit 
ation of a. Vv 
stemming from 





dowments, gifts, 
subsidies by 
groups. 
voluntary hospital is judged by the vol- 
ume and types of services it may per- 
form with the resources at its command. 


Budgeting 

The use of budgets in the conduct of 
oo is optional with management. 
When so established, detailed estimates 
are ar for such purposes as_ pur- 
chases, sales, manutacturing, factory 
and administrative overhead, and other 
purposes pettmnent to the particular 
undertaking. The estimates are subject 
to review and revision within the 
budget vear, dictated by economic fluc- 
tuations and other causes not originally 


foreseen. 
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The same flexibility is not afforded 
the voluntary hospital in its financial 
operations because the sources and ap- 
proximate amount of its income are 
fairly determinable in advance; and its 
expenditures for services, administra- 
tion, and physical upkeep must be lim- 
ited accordingly. Inasmuch as_ the 
hospital’s requirements usually are in 
excess of its available usable resources, 
the allocation of these resources to the 
varymg purposes must be done with 
circumspection and thoughtful plan- 
ning. 

It is becoming increasingly evident 
that the intelligent control of income 
and related expenditures may be ac- 
complished best through the use of 
carefully prepared classified and de- 
tailed budgets along accepted standard 
lines. Whi nancial planning neces- 

irily must be plenary on some form 

f estimating, it is indeed unfortunate 
that so few voluntary hospitals have 
availed ning eiag as yet, of this for- 
inal device in the conduct of their af- 
fairs. eae it seems inevitable that 
the time is at hand when scientifically 
budgets should be 
throughout the 

hospital ac- 
counting, if adequate and informative 
financial data are to be made available 
individual and collective 


prepared periodic 

considered a “must 
tee S ‘. dvauees 

entire field of voluntary 


tne use ot 


iInanagement. 


Funds and Reserves 

In the preceding paragraphs, briet 
references have been made to some of 
the diverse practices of business entities 
and voluntary hospitals. There remains 
for discussion, the important diver- 
geence in the methods of maintaining 
the accounting records customarily fol- 
lowed by the two groups. 

In business enterprises all assets, liq- 
uid and fixed, are theoretically con- 
sidered as commonly available to pro- 
vide the means for meeting the obliga- 
tions of all liabilities and reserves, both 
current and fixed. The sole balancing 
element is the excess of the total of one 
over the total of the other, which re- 
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flects the capital or net worth of the 
business; or the deficiency in capital or 
net worth, as the case may be. Unless 
made obligatory by the terms of an 
indenture or other form of agreement, 
specific assets are not usually set aside 
to provide the means for the liquidation 
of specific liabilities or for the purposes 
of special reserves. Where this does 
occur it is usually in connection with 
the retirement of bonds, amortization 
of mortgages, etc. At times, business 
management, as a matter of policy, may 
voluntarily create a reserve out of 
surplus for a specific purpose, but not 
necessarily set aside its equivalent in 
assets. 

In marked contrast to the standard 
methods of account-keeping commonly 


D> 








ved by business organizations are 
utilized by voluntary hospitals, 
ind generally characterized as ‘Fund 


Accounting’. The dictionary defines 
the word “fund” as follows: To convert 
nto a single fund; to furnish money 
r; to finance; a sum of money or 
stock of convertible wealth: a funded 
| ‘serve store. Certainly, for the 
proper performance of its functions, a 
hospital must have “funds” within the 
scope of these definitions. But the 
‘ds “fund” and “accounting” when 
used together as one term will have a 
h more significant connotation if we 
change the expression “Fund Account- 
iat of ““Accounting for Funds”. 
When a fund is received for an ear- 
parate accounting 
must be created, completely self- 





arked purpose, a se 








yalancing, in order that it may be ad- 
ministered in conformity with the terms 
governing its use. This imposes an ele- 
ment of trusteeship on the managing 
board of the hospital, who must con- 


the fund to other purposes. 

When a financial statement is pre- 
pared for any fund, its resources will be 
shown on the asset side and its liabili- 
ties, reserves and principal on the 
liability side. Thus, a complete finan- 
cial statement of a hospital may be 
Visualized as a presentation of many 
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such separate self-balancing units, al- 
though in actual! practice, similar types 
of funds are grouped, the details being 
shown in supporting statements and 
schedules. 

In developing the subject of fund 
accounting, there should be a clear un- 
derstanding as to the differentiation be- 
tween funds and reserves. In a finan- 
cial statement, funds (their resources ) 
must always appear on the asset side. 
Reserves must always appear on the 
liability side with the exception of so- 
called evaluation reserves which are 
deducted from their applicable assets. 
A fund is composed of specific assets 
such as cash, investments in securities, 
real estate held for investment, and 
hospital property. The nature of the 
assets in any particular fund may vary 
according to the fund. 

Reserves are of three classes, viz. :— 
Evaluation Reserves, Liability Re- 
serves, and Capital or Surplus Reserves. 

Evaluation Reserves are accumu- 
lated through charges to general opera- 
tions. Assets, other than cash, are sub- 
ject to fluctuations in value. For in- 
stance, the value of hospital buildings 
and equipment diminishes through the 
passing of time, usage and obsoles- 
cence. To provide for these diminish- 
ing values, annual charges in prede- 
termined amounts are made to opera- 
tions and credited to the respective de- 
preciation reserves. Therefore, at any 
time, the estimated net book value of 
a depreciable asset is measured by the 
difference between the book figure and 
the applicable accumulated deprecia- 
tion reserve. Similarly, evaluation re- 
serves may be provided for estimating 
the value of accounts receivable from 
patients, securities, etc. Unless the re- 
sult of a completed transaction, an in- 
crease in valuation is rarely written in- 
to the accounting records, since to do 
so would serve no practical purpose. 

A Liability Reserve is one created 
for an obligation which definitely exists 
but the exact amount of which is not 
known at the end of the accounting 
period. For example, a liability re- 
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serve created by a charge to current 
operations, for retroactive salary ad- 
justments arising from agreements 
with employees: or, a disputed claim 
by a vendor, where the final amount to 
be paid is not exactly determinable 
as at the balance sheet date. 

\ Capital or Surplus Reserve is one 

stablished through a charge to the sur- 
plus or capital account. [Examples of 
such reserves are reserve for contin- 
gencies, as for instance, pending litiga- 
tion; reserve for purchase of equip- 
ment; major alterations; expansion ; 
and bond retirement. 

\ reserve of any type may be 
“funded”, by which is meant the set- 
ting aside of sufficient specific assets 
to match or approximate the amount 
of the reserve, so that the purpose of 
the reserve is definitely assured of con- 
Funding is usually con- 
fined to reserves created out of capi- 
tal surplus. \fter the purpose of 
funded surplus reserve has heen ac- 
complished through the expenditure of 


} 
the funds set aside, the reserve is ex- 


summation, 


tinguished by its return to the capital 


or surplus account. If init ially the re- 
SCT V¢ ] id hx n set 1) fo. ‘eal pur- 
poses, the amount of the reserve 


ld be credited to the plant capital 
account rather than aot to the 
plus account of the general fund. 
In pre vi nsly differentiating account- 
ing for industry and accounting for 
hospitals, it eee Aiea that the assets 
of a voluntary hospital are classified in 
separate and distinct types of funds. 





according to the purpose for which 
‘ 

each was created: and that each group 

is carried in the books of account as a 


self-balancing unit. 

The usual classes of funds main- 
tained by voluntary hospitals are Gen- 
Plant; Temporary 
for designated purposes; Permanent 
‘reated throueh eitt or by action of 


equently, 


or Operating: 


governing board; and, inf 
\nnuity and Pension. 
General or Operating Fund 


This is the working fund of the 
ospital, the main purposes of which 


are to provide for the functional 
erations or care of patients; physical 
maintenance and physical operation of 
the plant; education and research; ad- 
ministration; and fixed charges of an 
annually recurring nature. 

The main sources of income arise 
from charges to patients, income on 
fund investments available for general 
fund purposes, legacies, donations, sub- 
sidies and appropriations from gov- 
ernmenta! or supporting agencies, and 
transfers from expendable funds. 

The cumulative results of annual 
transactions of the general fund are 
reflected as either a deficit or surplus, 
the latter being analogous to a capital 
account, and the former indicating a 
deficiency in the surplus account. 

The General Fund assets consist in 
the main of cash in banks, net amounts 
considered collectible from patients and 
others, and inventories. The financial 
condition of some hospitals perni [ 
the temporary investment of cash in 
securities, or the retention of securitie 
or other types of property contribute 
to the general fund. 

The liabilities of the General Fund 
consist principally of amounts due to 
vendors, notes and leans payable, ac 
crued pavrolls and expenses, income 











prepaid by patients, and liability re- 
serves hereinbefore discussed. 

General Fund reserves mav_ bh 
the evaluation type which, in a finan- 
cial statement, are deductions from 
their related assets; and special re- 
serves established for specific purposes 
such as a reserve for deferred repairs 
which would be created thr ugh an- 
nual increments. with c 
charges to operations. The excess of 
fund assets over fund liabilities and 
reserves is a by the surplus 
account: and whe liabilities and 
serves exceed the assets, the result 
would be a deficit. On a balance shee >t 
a deficit should be reflected on the left 
side in order to balance, thus carrving 
out the Lease ‘ing feature of sectional- 
ized self-balancing fund presentation. 

Good accounting would require that 
all free or unrestricted funds received 
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by way of donations, legacies, or from 
other sources should always be car- 
ried into the General Fund, and the 
details of such items disclosed in the 
annual statement of income and ex- 
penditures of the General Fund. Fre- 
quently, governing boards improperly 
route free funds direct to other named 
temporary na- 
ig proced- 


dD 


funds of permanent or 
ure. If the proper accountit 


it 
ure is followed, as indicated above, the 
governing board would then transfer 
out of the general fund such of the 
free funds as they may wish to restrict 
for special purposes. In this event, the 
[ would be 
he annual statement of in- 


details of such transfers 
shown in 
‘ome and expenditures of the General 
Fund as deductions from the annual 

Per sj } 1 ‘ var) let cr . 

plus. Thus, a complete disclosure 
of free fund disposition would be af- 


forded. 


Almost every hospital is in posses- 
sion of funds to which it has no title 
as owner, but for which it acts in a 
somewhat fiduciary and administrative 
Such accounts within this 
group are commonly characterized as 
“Agency Accounts”. Almost invari- 
ably the assets consist of such items as 
cash, and accounts receivable, which 
often are commingled with similar as- 
set items in the General Fund, with only 
reserves or earmarked accounts payable 
to indicate the existence of such a 
stewardship. In theory, these accounts 
should be kept as separate self-balanc- 
ing units; but the transactions are so 
much a part of the every-day routine 
of the accounting department activities 
as to make this quite impossible in 
practice. 





capacity. 


Agency accounts include among 
others, fees held for special nurses, 
blood outside anaesthetists, 
private ambulance services, and on be- 
half of other individuals and agencies. 
A recent important addition to funds 
of this nature is that part of employees’ 
salaries, withheld for income tax pur- 
poses, for periodic transmission to the 
Collector of Internal Revenue. 


donors, 


Temporary Funds for Designated 
Purposes 

Temporary Funds for Designated or 
Special Purposes are those, the prin- 
cipal and the income of which are ex- 
pendable for specified purposes. Such 
funds may be created through gift, or 
through voluntary act of the governing 
board by the appropriation of free 
funds originally deposited in the Gen- 
eral Fund account. 


The designated purposes, whether 
originally restricted or created by the 
governing board, may be for some 
phase of regular hospital activity; or 
for some other objective, such as re- 
search and development not ordinarily 
included in regular operations: or for 
the acquisition of some special type of 
equipment; or construction of a build- 
ing. Whatever the source of the prin- 
cipal, meticulous care must be observed 
in carrying out the terms governing any 
restricted gift: otherwise, the govern- 
ing board, acting as trustees for the 
funds, may be held legally lable for 
diversion of funds to purposes mate- 
rially different from those originally 
intended. 


The assets of Temporary Funds 
usually consist of cash and securities. 
Fvaluation or liability reserves are 
rarely created out of the capital of 
the fund, inasmuch as the capital of 
the fund must be restricted to the des- 
ignated purpose. 

Many instances have been noted 
where the assets of Temporary Funds 
have been commingled with assets of 
the General Fund. In such cases, un- 
less a specific reserve is set up in the 
General Fund and the related assets 
are set aside to reflect this reserve, 
there is danger that the funds may be 
expended for the general purposes of 
the hospital, rather than for the des- 
ignated purposes for which created. 
Situations of this kind should be cor- 
rected by transferring the funds and 
their related reserves to the Temporary 
Funds group. Certain temporary funds 
may have a degree of inherent per- 
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manence in that, while the principal 
originally donated may have been ex- 
pended, other donors contribute from 
time to time for the same purpose thus 
keeping the fund in continuous opera- 
tion. An example would be a directors’ 
fund, its source being contributions by 
directors for non-budgetary purposes, 
where the directors, as a group, may 
reserve the right to designate the uses 
for which expenditures are to be made. 
ther examples of continuing Tempo- 
rary Funds are those for special re- 
search, prizes to student nurses, fel- 
lowships, and medical and patient li- 
brary books. Where the temporary 
fund has been utilized for the purchase 
of a capital asset, the transaction should 
be reflected in the Plant Fund account. 
In addition to recording the purchases 
by crediting cash account and charging 
the designated reserve, a complemen- 
tary adjustment is required by increas- 
ing both plant assets and plant capital. 

A Temporary Fund may be created 
for purely budgetary purposes as, for 
instance, the accumulation of donations 
by the hospital's Ladies Auxiliary for 
the replacement of linens. Assuming 
the Auxiliary purchases linens out of 
its funds and donates the linens to 
the hospital, the Auxiliary naturally 
will record the purchase on its records ; 
and the hospital should charge the linen 
and bedding expense account and credit 
income (donations in kind). 


\nother type of Temporary Fund 
may be the result of unused restricted 
income on investments of Endowment 
Funds. 

Other Temporary Funds could be 
referred to; but it is believed that those 
already mentioned sufficiently  illus- 
trate the theory of this particular 
phase of our subject. 





Permanent Funds 
The terms “Permanent Funds” and 
“Endowment Funds” carry the same 
connotation. Simply stated, whether 
called one or the other, the principal 
is non-expendable and hence must he 
held inviolate in perpetuity. For dis- 





cussion of this phase of the paper, the 
term “Permanent Funds’ will be gen- 
erally adhered to. Permanent Funds 
are of two classes — 
a—Those the income of which is 
free and unrestricted and may 
be utilized in any manner pre- 
scribed by the governing board. 
b—Those the income of which is 
definitely restricted to the specific 
purpose set by the donor or by 
the governing board or as spec- 
ified in a testamentary document. 


Where Permanent Funds are created 
by donation or bequest, such funds are 
usually known as true Endowment 
Funds. Permanent Funds so created 
should be kept separately in the books 
of account and classified as Perma- 
nent (or Endowment) Funds Created 
Through Gift or some equally descrip- 
tive designation. Permanent Funds 
arising through voluntary action of the 
governing board in voting free funds 
into permanent funds should be sepa- 
rately classified as Permanent Funds 
Created Through Governing Board 
\ction, or some other applicable desig- 
nation. While the writer has been 
unable to point to any legal case spe- 
cifically ruling on the question of the 
ight of governing bodies to vote out 
of permanent funds free funds which 
it had voted into permanent funds, the 
consensus of the authorities is that free 
funds once voted into a permanent fund 
hecome as inviolate as those received 
through gift. If it is the intention of 
the board to vote free funds into a 
permanent fund only for temporary 
expediency, the board should rather 
vote the funds into a temporary fund 
thus avoiding all moral or legal imph- 
cations. The minutes of the govern- 
ing board should be clear as to intent. 

Inasmuch as the purpose of Per- 
manent Funds is to create income, the 
responsibility rests with the governing 
hoard to invest the funds in the safest 
and best income-producing  invest- 
ments, leaving as little uninvested cash 
as possible, under prevailing economic 
conditions. Hence, the assets of these 


July 


1 
rigl 








— oe 


al 
ti 
re 
th 
to 
lo 
ba 
m. 


ea 
in 
di: 


pa 


rez 
leg 
int 
the 
an: 
pu 
flo 
res 
car 
ex] 














Fund Accounting for Voluntary Hospitals 


funds may consist of uninvested cash, 
bonds, preferred and common stocks, 
mortgages, and productive real estate 
investments. Unpaid pledges to a per- 
manent fund should not be included 
among the assets unless offset by a 
reserve in full, for the obvious reason 
that they are non-productive. A sepa- 
rate record should be maintained, of 
course, for the control of these unpaid 
items. The total of the assets repre- 
sents the aggregate principals of these 
funds. 

Permanent Funds must at all times 
be kept fluid in composition for the 
definite uses for which created ; hence, 
it is morally and legally wrong to divert 
any part of the prinicipal to plant pur- 
poses, or as loans to other funds in- 
cluding the General Fund, or as hy- 
pothecation for sums borrowed, or any 
other kind of diversion. 

As stated in the discussion under 
Temporary Funds, the utmost care 
must be observed in interpreting and 
fulfilling the terms underlying the gift 
or appropriation; and the advice of 
legal counsel should be obtained where 


ambiguity may seem to exist. At 
times, a deed of gift may provide a 
“reverter clause” whereby the gift is 


returnable to the donor or his heirs in 
the event that the terms are not adhered 
to. If not properly noted, this may be 
lost sight of, with possible future em- 
barrassment to the authorities; or it 
may even involve litigation. 

The question of separately investing 
each Permanent Fund, or pooling the 
investments of all permanent funds, is 
discussed in a later portion of this 
paper. 

For the same sound accounting 
reasons which require that unrestricted 
legacies and other free gifts should 
initially be carried into the income of 
the General Fund before appropriating 
any or all of them for general or special 
purposes, unrestricted or free income 
flowing from the investments of un- 
restricted permanent funds should be 
carried into General Fund income. The 
experiences in the use of this free 
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income indicate that most of it has 
served to bulwark funds for general 
operating purposes. However, the 
governing board may, with equal pro- 
priety, utilize any part for other pur- 
poses of the hospital, including the 
creation of Temporary Funds for any 
designated purposes, including acqui- 
sition of capital items. 

Restricted income stemming from re- 
stricted Permanent Fund investments 
must be carried as a Temporary Fund 
for the express purpose called for by 
the terms of the gift or appropriation. 

Permanent Funds are created for 
many and varied purposes, examples of 
which include: general operation or 
budgetary needs, research, bed endow- 
ments, post-operative care, etc. 

There is a certain type of fund which 
would seem to have the characteristics 
of both a permanent fund anda tem- 
porary fund. A certain benefaction of 
this nature involves an arrangement 
whereby, under the terms underlying 
an agreement, a large sum has been 
donated with the express stipulation 
that it should be invested in income- 
producing securities; that the income 
he utilized for general purposes of the 
institution ; and that a percentage of the 
principal be utilized annually for the 
general purposes of the institution. 
Thus, while it may be many years be- 
fore the principal of the fund is com- 
pletely exhausted, the character of the 
fund is neither permanent nor tem- 
porary, within a reasonable definition 
of either of these two words. This is 
an interesting illustration of an instance 
where a donor has refused to tie the 
hands of a governing board perma- 
nently through the creation of a perma- 
nent fund or a true endowment, recog- 
nizing that the purpose for which an 
endowment is originally created may no 
longer be needed with the passage of 
years and changes in the conception of 


~ 


‘support of eleemosynary institutions. 


The case just cited is a good example 
and presents a sound reason for sec- 
tionalizing the general ledger in fund 
accounting of institutions in that the 
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element of positive control is present, 
as well as all of the factors entering 
into a self-balancing account. 

It has not been considered within the 
scope of this paper to question the wis- 
dom or otherwise, of establishing funds 
in perpetuity. It has been said that no 
fund can last forever, logical reasons 
having been given to support this con- 
tention. No one will ever be able suc- 
cessiully to challenge this statement. 
But there are instances of funds re- 
a in existence for many, many 
vears; and as we mortals measure time, 
ae have all the earmarks of being held 
in perpetuity. A news item appeared in 
the February twenty-first issue of The 
New York Times headed “Washington 
Bequest still Pays $3 a Year for Tuition 
to Each Student at W. & L”’. It relates 
that our first President made a gift in 
1796 to the tiny struggling “school in 
the upper country” which later was 
named the Washington and Lee Uni- 
versity. The endowment created by 
Washington consisted of about $50,000 
in securities of the James River Com- 
pany, a canal concern. Since the end of 
the eighteenth century, this bequest has 
yielded more than $400,000. The orig- 
inal securities have since been con- 
verted and the proceeds reinvested. 
Thus, states The Times, ‘George 
Washington continues to support the 
school in the upper country to which he 
gave vitality a century and a half ago.” 

lhere are other types of funds which 
fall somewhere between Permanent 
Funds and Temporary Funds and yet 
are non-expendable for a relatively long 
period of time. Such funds may be con- 
sidered to have limited existence meas- 
ured by a definite termination date or 
the attainment of some specific objec- 
tive. Apparently, when such funds were 
created the factor of longevity was one 
of the considerations. Usually at termi- 
nation, the funds are available at the 
discretion of the governing board. An- 
nuity funds may be included in this 
category. 
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Plant Funds 

The Plant Fund of a hospital repre- 
sents, in the main, its investments in 
land, hospital buildings and equipment 
which, together with other Plant Fund 
assets, such as cash and securities, con- 
stitute the gross assets of this fund. 
Offsetting these assets are liabilities 
and reserves such as mortgages pay- 
able, bonds payable, notes and loans 
payable, accounts payable due for con- 
struction, and reserves for deprecia- 
tion. The principal of this fund is the 
excess of all assets over all liabilities 
and reserves. 

Although it is customary in hospital 
accounting to show ne General Fund 
and the Plant Fund as separate self- 
balancing accounting units, upon reflec- 
tion it will be realized that a definite 
reciprocal relationship exists between 
the two funds. Working together, they 
provide the medium for the operation of 
the entire enterprise.* 

The segregation of these two funds 
into two self f-balancing units is logical 
and expedient, the General Fund oper- 
ating as the working, flexible account 
in which daily financial transactions are 
recorded in appropriate detail; and the 
Plant Fund reflecting the status and 
transactions concerned with the physi- 
cal fixed facilities of the hospital. 

To merge these two segments into 
one account would produce a balance 
sheet showing but one principal or sur- 
plus account, with the attendant diff- 
culties which would be encountered 1 
analyzing the net assets available for 
current operations, as distinct from 
those fixed in nature. As further evi- 
dence of the affinity of these two funds, 
is the use of the General Fund in pro- 
viding reserves for depreciation of 
buildings and equipment of the plant 
assets; and if such reserves are funded, 
the transfer of the necessary assets from 
the General Fund to the Plant Fund 
account. Another illustration, is the pur- 
chase of new equipment, or the replace- 


* The permanent and temporary funds merely augment general fund income or permit 


of expanded special services 
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ment of depreciated equipment, with 
assets of the General Fund. 

The origin of the plant account usu- 
ally stems from donations and bequests 
given specifically for conversion into 
land, buildings and equipment. The 
fund so created is augmented through 
action of the governing board by ap- 
propriating free funds out of General 
Fund assets and a corresponding trans- 
fer of General Fund surplus to Plant 
Fund capital. 

There should be 


strict adherence to 


the principle that no funds designated 
for purposes other than plant account 
should be utilized for plant purposes. 
In practice, this principle is often vio- 
lated which gives rise to the many inter- 
fund “Due to” and “Due from” ac- 
counts found in financial statements. 
In a recent publication on the sub- 
jects of accounting, business and other 
procedures for hospitals,* there is in- 
cluded an excellent chart of accounts 
for Plant Funds which is reproduced 
herein by permission, as Exhibit I. 


(EXHIBIT 1) 
ACCOUNT CHART—PLANT FUNDS 


Asset Accounts 


Land 


Buildings (separate account for each building) 


Depreciable Equipment : 
Group | 


—Permanent and Fixed Equipment 


Group I] —Furniture, Surgical Apparatus, Diagnostic and 
Therapeutic Equipment 


Non-Depreciable Equipment: 
Group IT] 


Utensils, Instruments, Linen and Bedding and Other 


Minor Equipment 


Buildings under Construction 


Building and Equipment Funds: 


Cash 
Investments: 
Stocks and Bonds 
Mortgages 
Real Estate 
Building Fund Pledges 
Due from Other Funds 


Liability, Reserve and Capital Accounts 
Bonds Outstanding (secured by plant assets) 
Mortgages Outstanding (secured by plant assets) 


Building Fund Notes Payable 


Building Fund Accounts Payable 


Reserve for Depreciation of Buildings 


Reserve for Depreciation of Equipment 
Reserve for Building and Equipment Fund 
Reserve for Uncollectible Building Fund Pledges 


Plant Capital 
Due to Other Funds 


* Accounting, 


Statistics and Business Office Procedures for Hospitals,’ by Charles G. 


Roswell; United Hospital Fund of New York, 1946. 
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It is assumed that those here assem- 
bled are experienced in the maintenance 
of the accounts listed in the chart, as 
well as their technical arrangement in 
a Balance Sheet. Notwithstanding, 
the use of the chart will be helpful as a 
reference in the discussion of some of 
the items contained therein. 


Depreciation 

It will be noted that depreciable equip- 
ment is divided into two groups, Group 
I—Permanent and Fixed Equipment ; 
Group I]—Furniture, Surgical Appa- 
ratus, Diagnostic and Therapeutic 
Equipment. It will also be noted that 
offsetting reserves for depreciation 
have been provided for these items. 
These groupings, with their related re- 
serves, naturally suggest the necessity 
for maintaining an equipment register 
which allots a separate record for each 
item or group of items, with historical 
and accounting data, including the date 
of acquisition, cost, estimated life, rate 
and amount of depreciation, depart- 
ment, and other pertinent details. While 
such a register is desirable, it must be 
recognized that to maintain it properly 
entails a large volume of costly clerical 
labor which, in the writer’s experience, 
few hospitals have been willing to au- 
thorize. Where provision for deprecia- 
tion has become an element of account- 
ing procedure, and because of financial 
restrictions an equipment register can- 
not be maintained, it will be necessary 
to apply to each group periodically a 
rate of depreciation based on the aver- 
age life of the items in the respective 
groups, according to the hospital’s own 
experience; or where unavailable, on 
the basis of tables computed by other 
hospitals or groups of hospitals. Nat- 
urally, the annual additions to each 
group will initiate a new schedule of 
depreciation at the same determined 
periodic rate. It is important, of course, 
to recognize the group into which de- 
preciable items are recorded. 

The account chart notes non-depreci- 
able equipment composed of utensils, 
instruments, linen and bedding and mi- 
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nor equipment. This represents the in- 
itial investment in these items, subject 
only to the addition of the cost of in- 
creased quantities, and to the decrease 
of the cost of types of non-depreciable 
equipment completely eliminated. Re- 
placements, of course, are charged to 
expense and not reflected in this asset 
account. 

Included among the assets is an ac- 
count for unpaid pledges to the Build- 
ing Fund. It will be noted, also, that 
there is an offsetting evaluation reserve 
for such pledges as may be considered 
uncollectible. In the writer’s opinion, 
unpaid pledges should not be included 
among the assets on the balance sheet 
unless a 100% evaluation reserve is 
also provided. The alternate to this 
procedure and one which is considered 
the better practice, would be the inclu- 
sion of a foot-note indicating the 
amount of unpaid pledges with word- 
ing to the effect that these will be in- 
cluded as income, only as collected. The 
collection of pledges is uncertain de- 
pending on many factors such as eco- 
nomic conditions, financial reverses, 
demise, cancellations and other causes. 
These contingencies are more likely to 
exist where pledges are payable in in- 
stalments over a period of vears. 

There is no intent in this paper to 
discuss the pros and cons of the pro- 
priety of establishing depreciation re- 
serves in hospital accounting; nor to 
discourse on the philosophy of depreci- 
ation. However, brief reference to some 
of the reasons advanced by authorities 
for and against the accumulation of Re- 
serves for Depreciation may be appro- 
priate here. 

Among the reasons advanced in fa- 
vor of depreciation reserves may be 
mentioned: Depreciation is a cost fac- 
tor in the functional operations of a 
hospital; the charges to agencies utiliz- 
ing the services of the hospital should 
include the element of depreciation as 
one of the costs; by periodically pro- 
viding for a depreciation increment, an 
evaluation reserve is created for offset 
against its applicable asset; such an 
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evaluation reserve constantly presents 
to the governing board and the public 
the figures representing the gradual 
exhaustion of physical facilities through 
usage, action of the elements, and obso- 
lescence, and the approximation of that 
which must be replaced; present and 
future generations may not be able to 
provide the same generous donations 
as in the past, because of inroads on 
income through heavy taxation, which 
probably will preclude the amassing of 
large individual fortunes. Hence, rather 
than gamble on the future it is more 
prudent to establish the policy of ‘Ac- 
cumulate as you go.” 


Among the reasons advanced against 
providing for depreciation may be men- 
tioned the following: Unless there is 
sufficient income out of which to fund 
depreciation reserves by setting aside 
actual assets for replacements, the 
maintenance of the necessary account- 
ing records would be meaningless; in 
general, non-profit hospitals have to 
rely on gifts to meet operating require- 
ments and often close the year with a 
deficit. And to increase this deficit by 
an annual charge for depreciation 
would add an unnecessary burden; 
funds for buildings and equipment 
originally were acquired through gifts 
and donations of past generations. 
Hence, when new building and equip- 
ment replacements are needed, present 
and future generations should be looked 
to for necessary financing. 


Recent developments indicate a 
marked acceptance of the practice of 
providing periodic charges for depre- 
ciation, probably influenced by the in- 
creasing use of hospital services by fed- 
eral and other agencies; and the need 
for complying with standard reporting 
to subsidizing organizations. 


Where the policy of establishing de- 
preciation reserves has been adopted, 
proper entries must be recorded. Where 
there is no intent to charge depreciation 
as an operating expense but solely to 
create an evaluation reserve, the only 
entry necessary is that of charging plant 
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capital account and crediting the re- 
serve for depreciation. 

Where it is intended to show depre- 
ciation as an expense, this is accom- 
plished by charging a General Fund op- 
erating expense account and crediting 
reserve for depreciation in the plant 
account section. A complementary 
journal entry is required to restore the 
balancing feature of the General Fund 
account and the Plant Capital account, 
via a debit to the General Fund surplus 
account and a credit to the Plant Capital 
account. 

Where the reserve for depreciation 
is funded, General Fund assets are usu- 
ally utilized. This would entail a trans- 
fer of General Fund assets to Plant 
Fund assets, and a_ corresponding 
transfer from General Fund surplus to 
Plant Capital. 

A condition may exist where there 
are sufficient free funds in the Plant 
Capital account itself with which to fund 
the reserve for depreciation. Here it 
would only be necessary to segregate 
assets suitably earmarking same such 
as, “Assets Available for Building Re- 
placements” or “Assets Available for 
Equipment Replacements.” 


Where there is a liability for Bond 
and Mortgage Payable, the indenture 
may require the periodic setting aside 
of assets to meet mortgage amortiza- 
tion terms, or to retire the bonds in 
specific amounts at specific times. 
While it may be mandatory to segregate 
the assets for these purposes, the estab- 
lishment of the related reserve may not 
be required. However, good account- 
ing practice would dictate the wisdom 
of setting up such a reserve. On the 
other hand, a reserve may be set up 
without the necessity of funding it. 
Here again good management would 
indicate the importance of having the 
necessary assets available when re- 
quired to meet the terms of the inden- 
ture or other agreement. Very often 
members of the governing board annu- 
ally contribute to the building up of a 
so-called ‘‘Mortgage Redemption 
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Fund”. Moreover, through their ef- 
forts, friends of the hopsital are induced 
to make occasional contributions for the 
same purpose. Where such contribu- 
tions are received, care must be exer- 
cised to credit a special “Mortgage Re- 
demption Reserve Account” rather 
than an income account. 


Annuity Funds 

There are many problems inherent 
in this subject which must be weighed 
carefully by the managing board in con- 
sidering the advisability of administer- 
ing funds, the income (and possibly a 
portion of the principal) of which is to 
be paid to an annuitant at stated pe- 
riods. In entering into such an arrange- 
ment, it is the expectation of the hos- 
pital that it will benefit substantially by 
becoming the beneficiary of the residue 
of the fund after the terms of the annu- 
itv agreement have been fully consum- 
mated. 

As an example of possible jeopardies 
which may be encountered if the utmost 
prudence is not exercised, the writer 
has learned of a situation where a hos- 
pital ( fhicially adopted the policy of 
soliciting arrangements of this nature. 
Through a combination of insufficient 
deliberation and planning, together 
with unwise investments, not only were 
the annuity funds completely consumed, 
but the hospital's own capital was also 
seriously impaired in fulfilling the sev- 
eral contractual obligations. 

In the event that such funds are ac- 
cepted, they should be separately In- 
vested and a related reserve set up in 


the records. 


Pension or Retirement Fund 

This type of fund is rarely to be 
found in hospital balance sheets being 
more commonly encountered in educa- 
tional institutions. In the event that a 
hospital maintains its own pension 
fund, the assets, income reserve, and 
principal must be completely segregated 
in the same manner as indicated for 
other classes of funds. 


Hospitals are beginning to recognize 
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the wisdom of instituting pension plans, 
having in mind minimizing the turn- 
over of personnel by providing reason- 
able security for employees who have 
been on their staff for a specified num- 
ber of years. 

Whatever the particular pension plan 
adopted, it must perforce be based on 
actuarial principles. In determining 
the nature and the extent of the benefits 
to be provided, a governing board must 
be guided by the related costs of main- 
taining the plan without interruption, 
if the objectives are to be achieved. 

Where the plan is adopted, it is usu- 
ally operated by pension fund trustees 
or by an insurance company. The 
annual contribution by the hospital is 
in the form of premiums which consti- 
tute an operating cost chargeable to the 
General Fund. 

One of the real financial handicaps in 
establishing a pension plan 1s the initial 
outlay required to cover premiums for 
the vears of service of employees prior 
to the adoption of the plan. If no funds 
are available for this purpose it may be 
necessary to solicit directors and friends 
of the hospital or the general public. 


Investment of Permanent Funds and 

Other Non-expendable Funds 

This represents an interesting topic 
because of the varying methods which 
may be employed in investing these 
funds, either in accordance with policies 
adopted by the governing board or spe- 
cial limitations imposed by the donor. 
The situation is infrequent today where 
a donor specifies that his gift must be 
separately invested and reinvested. 
Where such a restriction accompanies 
the gift there is no alternative but to 
fulfll the wishes of the donor. Where 
no restrictions are imposed, the gov- 
erning board may separately invest 
each permanent fund. Under these 
circumstances each fund would be rep- 
resented by specific securities and prob- 
ably uninvested cash by reason of the 
difficulty of investing up to the last 
dollar. Income-producing real estate or 
securities may be donated. Where no 
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special instructions apply, securities or 
real estate so received may be disposed 
of and the proceeds reinvested if, in the 
judgment of the governing board, a 
sounder investment portfolio may be 
brought about. 

Where securities are donated, the 
market value on the date of the dona- 
tion should he recorded; and where 
property is received the appraised value 
should be recorded. Income from un- 
restricted investments may be utilized 
for such purposes as the governing 
board may determine. Restricted in- 
come must be utilized in accordance 
with terms imposed by the donor or by 
the governing board. 

Where securities have been pur- 
chased at a premium, the premium 
should be amortized over the remain- 
ing years to maturity by annual charges 
in diminution of the amount of income 
received, and a corresponding credit to 
the original cost of the security. So, if 
held to maturity, the original cost will 
have been reduced to the face value at 
which redeemed. Where income on a 
premium bond is deposited in the Gen- 
eral Fund, there should be a return by 
the General Fund to the Endowment 
or other Fund of the amount of the 
annual premium adjustment. The en- 
tries to effect this transaction would be: 
In the General Fund account, a debit 
to income and a credit to cash (or Due 
to other Fund); and in the relevant 
fund account, a debit to cash (or Due 
from other Fund) and a credit to the 
particular bond. 

While there is gt 
authorities as to the necessity of pro- 
tecting fund principal through periodic 
amortization of bond premiums, a con- 
sensus does not seem to exist as to the 

] 


need for accumulating discounts on 


‘neral agreement by 


1 


bonds purchased below face value. 
Bonds selling at a discount usually 
bear an interest rate less than that cur- 
rently prevailing. Inasmuch as _pre- 
nuiums are amortized, it would seem 
but consistent to accumulate discounts 
although the treatment of the latter is 
somewhat different. To illustrate, as- 
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sume that a 3% bond of $1,000 face 
value had been purchased for $800 with 
8 vears remaining to maturity. Let it be 
further assumed that the income is pay- 
able to the General Fund. Utilizing the 
foregoing facts, the following conserva- 
tive procedure for accumulating dis- 
counts is recommended: Each year, in- 
crease the book value by $25 and credit 
an account titled ‘Reserve for Ac- 
cumulation of Discounts’. This pro- 
cedure should be followed for each 
successive year to maturity, so that at 
the time the bond is redeemed, the 
book value will have been raised to 
$1,000 and the reserve will have ac- 
cumulated to $200. On redemption of 
the face value, a credit of $1,000 is to 
be posted to the bond account. It will 
be recognized that the reserve for ac- 
cumulation of discounts represents de- 
ferred income for the general fund, and 
hence a check for $200 should be turned 
over to the General Fund, thus extin- 
guishing the reserve. The purpose of 
withholding income from the General 
Fund until maturity is to protect the 
principal of the special fund. 

In the event that the bond was sold 
after four years’ accumulation of dis- 
count ($100), say for $950, $50 would 
he credited to principal and $100 would 
he transmitted to the General Fund. In 
the event that the bond was sold after 
four years’ accumulation of discount 
($100), say for $750, the loss of $50 
would be charged to principal and 
credited to the bond account; and the 
reserve of $100 would be extinguished 
through a credit to the bond account, 
thus balancing the latter account. 

During and since the war years, large 
investments have been made in govern- 
ment bonds purchased below final re- 
demption value, with annual accretions 
in sums indicated in tables. The dif- 
ference between the purchase price and 
the proceeds at maturity, represents 
interest. Annually, a check represent- 
ing this accretion of interest, should be 
drawn on the endowment or other fund 
for which the bonds are invested, and 
deposited in the General Fund operat- 
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ing account or designated fund income 
account, in accordance with the purpose 
of the income. The amount of the an- 
nual remittance, of course, should be 
debited to the book value of the bong, 
so that at maturity the book value will 
have accumulated to the redemption 
value. 


Pooling Investments 

The foregoing discussion has been 
on the assumption that each fund has 
its own portfolio of investments. Some 
disadvantages are inherent when funds 
are separately invested. The amount of 
a fund may be limited, thus making im- 
possible a prudent variety of invest- 
ments; a fund rarely can be completely 
invested, leaving a balance of unin- 
vested cash which, of course, earns no 
income; the investments of two sep- 
arate funds, purchased within a short 
period, may turn out disastrously for 
one while the other may be unaffected 
or actually improved in value; and in- 
come yields may vary widely among 
fund investments. 

Those charged with the responsibil- 
ity of investing wisely have been en- 
abled to minimize some of the forego- 
ing difficulties through the expediency 
of “pooling” investments where circum- 
stances permit of such procedure. 
Through this device all funds are 
pooled and the securities purchased 
therefrom are held in common for all 
of the participating principals. The 
equity of each principal is its percent- 
age relationship to the aggregate of all 
principals. Profits and losses on sale 
or maturity of securities, and income 
on securities are shared by the respec- 
tive principals in the proportion of each 
to the whole. 

Some of the definite advantages ob- 
tainable are—permitting the maximum 
utilization of cash for investments, leav- 
ing a relatively small amount unin- 
vested at any one time; the equitable 
distribution of income, profits and 
stabilizing of fund principals 
through partnership in the common 
pool; diversification of securities not 


losses: 
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otherwise obtainable through limited 
resources if separately invested; and 
lightening the burden of the accounting 
department. 

Where, as a matter of policy, the au- 
thorities decide to keep unchanged the 
riginal amounts of the respective prin- 
cipals, profits or losses on the sale or 
maturity of securities, instead of being 
prorated directly in increase or decrease 
of the respective principals, are carried 
to an “Investment Profit and Loss Re- 
serve” account or other appropriately 
named account. Where this policy is 
inaugurated, published statements will 
list the principal of each fund as orig- 
inally received and the profit and loss 
reserve will be deducted from, or added 
to, the total of all principals, according 
to the balance in the reserve. On the 
other hand, the addition of new par- 
ticipants in the pooling arrangement 
arising from new endowment funds, 
may dictate as sounder practice, annual 
proration of profits and losses to each 
principal in the pool. This will be am- 
plified further on in this section of the 
paper. 





Where funds have been separately 
invested and it is now intended to ef- 
fect a pooling arrangement, real prob- 
lems arise as to the amount at which 
the principal of each fund is to be 
stated. One plan would be to deter- 
mine the market or appraised value of 
the assets of each fund and to adjust 
its related principal accordingly. An- 
other plan would be to determine the 
collective market or appraised values of 
the assets of all funds and to distribute 
the shrinkage or appreciation to the 
respective principals according to the 
percentage relation of the principal of 
each fund to the aggregate of the prin- 
cipals of all funds. In the writer’s opin- 
ion, the first plan would seem to be the 
most practical and subject to the least 
controversy. Final decision however 
must rest with the governing body, 
predicated on advice from counsel. 
Whatever plan is adopted for an initial 
pooling arrangement, thenceforth, prot- 
its and losses on sales and maturities 
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should be distributed to the participat- 
ing funds according to their respective 
interests in the pool. 

From time to time new funds are 
established, and where not required by 
the terms of the donation to be sep- 
arately invested, ultimately become par- 
ticipants in the pool. A new fund re- 
ceived during a fiscal year should not 

incorporated in the pool until the 
beginning of the next fiscal year. In the 
interim, if the fund is of substantial 
amount, it may be temporarily invested. 
As a matter of equitable procedure, be- 
fore a new fund is brought into the 
pooling arrangement, the assets of the 
prevailing pool should be adjusted to 
market or appraised value at the end of 
each fiscal vear and the principals of 
respective funds adjusted accord- 
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With the realization that the hospital 
authorities are the trustees of its perma- 
nent funds and charged with the re- 
sponsibility of maintaining the funds 
according to the terms of gift Or ap- 
propriation, the sanction of the Attor- 
ney General or other legal head of the 
State in which the hospital functions 
should be obtained before any pooling 
arrangement is instituted. The Attor- 
ney General should be supplied with 
the full details of each fund—whether 
through gift or appropriation by the 
governing board, donor, date of acquisi- 
tion, amount, special terms as to pur- 
pose and use, and other relevant data. 
The document should be prepared by 
the hospital's counsel and should clearly 
set forth the reasons and logic for the 
change-over from individual to col- 
lective investment. 

Because of the variety of restrictions 
placed on temporary funds for desig- 
nated purposes, it is considered the 
better policy to invest each separately if 
the purpose, amount, and other related 
factors permit. 

Fund Register 
The importance of faithfully carry- 


ing out the terms governing endow- 
ment or other non-expendable funds, 


1947 


as well as special funds for designated 
purposes, has been stressed several 
times in this paper. 

By reason of the inevitable replace- 
ments from time to time in the per- 
sonnel of governing boards and paid 
employees, there is always a possibility 
that the specific terms underlying a gift 
may be overlooked, or subject to chang- 
ing interpretations, if memory alone 
is relied on. A means of avoiding such 
a contingency is the installation of a 
fund register in which a separate rec- 
ord is maintained for each fund. This 
record would provide a complete and 
continuing history of the fund from its 
date of origin. The pertinent data 
would include such facts as the source 
of the fund (name and address of do- 
nor, bequest, board action) a copy of 
the accompanying letter, deed of gift, 
or other covering document; or suitable 
extracts clearly disclosing the details of 
restrictions, instructions,and other rele- 
vant information. Where extracts only 
are recorded, the original documents 
should be permanently filed in a safe 
deposit box or vault. If the fund is 
established by Board action, a copy of 
the governing minutes should be tran- 
scribed into the record. The register 
may be further developed to provide 
the means for recording, in summary 
form, additions to and deductions from, 
the principal. (See Exhibits 2 and 2a.) 


The Balance Sheet and Supporting 
Fund Statements 


The balance sheet of a voluntary hos- 
pital should disclose, in summary form, 
the financial status of each group of 
funds at the close of the accounting 
period. As has previously been stressed, 
each section is self-balancing so that in 
effect the overall financial picture of 
the hospital is presented in statement 
form as a series of individual balancing 
units. The arrangement may be in sec- 
tional horizontal form, showing for 
each group of funds, its component as- 
sets in juxtaposition to its liabilities, 
reserves and capital or surplus; and 
the aggregate of all sections in a final 
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total. The arrangement may also be in 
vertical columnar form with a column 
for each class of funds and a first col- 
ufn for cross footing. The descriptive 
titles of the several assets, liabilities, 
reserves and capital would appear to 
the left. In this arrangement, the as- 
sets would be shown in the upper part 
of the statement and the liabilities, re- 
serves, principal, capital, or surplus, in 
the lower part. Each column would be 
self-balancing. (See Exhibits 3 and 
3a. ) 


The summary balance sheet rep 
resents step one in the presentation of 
complete financial data. Step two in- 
volves the reconciliation, between the 
opening and closing dates, of each fund 
principal or capital within its own 
group. This may be presented in indi- 
vidual statements of fund transactions, 
whereby the balance at the opening of 
the period is shown, followed bv clas- 
sified summaries of additions and de- 
ductions, and ending with the balance 
at the close of the period, supported by 
the details of the assets less liabilities. 


An alternative form to the above 1s 
to prepare the statement of fund trans- 
actions in columnar form whereby the 
individual funds within each group are 
scheduled to the left followed by col- 
umns headed, respectively, ‘opening 
balances’; “additions”; ‘‘deductions” ; 
“closing balances’. If it is desired also 
to indicate the assets and liabilities en- 
tering into the final balances, this may 
be accomplished through the addition 
of appropriately headed columns ad- 
jacent to the closing balances column. 
(See Exhibits 4 and 4a. ) 


For the intelligent consideration of 
management, the details of annual or 
other periodic operations must be dis- 
closed in adequate detail through the 
medium of the statements of fund trans- 
actions. It should be emphasized that 
for a complete exposition of the finan- 
cial picture of the hospital each fund 
principal on the balance sheet should 
be supported by a statement of fund 
transactiong. 
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Conclusion 

Many executives associated with hos- 
pitals as controllers and administrators 
have come from the ranks of industry 
where they had served in somewhat 
similar capacities. In attempting t 
orient themselves in hospital practices 
and procedures, there was quick realiza- 
tion that the efficient functioning of a 
hospital embraced a variety of activities, 
and called for a type of specialized 
knowledge and technique quite beyond 
the scope of their former occupations. 


Governing Boards and administra- 
tive management must be supplied con- 
stantly with current and periodic finan- 
cial and statistical data, in the form 
of reports and statements, as an aid to 
the efficient discharge of their respec- 
tive responsibilities. Moreover, sup- 
porting agencies require the submission 
of comprehensive detailed budgets and 
reports upon which to predicate the 
amounts of their subsidies or appropria- 
tions. Information must also be dis- 
seminated to retain the goodwill and 
support of the contributing public. 

All of these factors have stimulated 
the introduction of modern methods in 
hospital account-keeping ; and it is en- 
couraging to note the progress which 
has been made in recent years in raising 
the standards towards those employed 
generally in the business community. 
The momentum thus far gained should 
not be permitted to lag. We can do 
much, through concerted and concen- 
trated endeavor, to achieve a more 
thorough grasp of hospital accounting 
technique and procedures, and other 
desirable objectives still in their experi- 
mental and formative stages. 


In reviewing the rapid strides in 
standardized accounting and reporting 
methods for non-profit institutions, let 
us always remember those public spir- 
ited individuals and groups who, by 
substantial financial aid and constant 
study, pioneered in making _ this 
progress possible. Voluntary hospitals. 
as a group have profited greatly through 


July 











40 
































Fund <lccounting for Voluntary Hospitals 


their vision and efforts. The legacy end, it may modestly be stated that they 
which they have handed down to con- have already accomplished much, 
trollers and administrators is a form of through cooperative planning, in mak- 
endowment to which you should con- ing the voluntary hospital a vital fac- 
sider it a privilege and duty to con- tor in every community throughout the 
tribute your best thinking. Toward this country. 


(EXHIBIT 2) 


Illustration of Fund Register 
Historical 


The John Doe Memorial Fund 


Established—July 1, 1933 by Jane Doe, Henry Doe and George Doe 
(Children of John Doe) 


Amount—$100,000. 
“New York City, July 1, 1933. 


‘Board of Trustees of Voluntary Hospital, 
400 Fifteenth Avenue, New York City. 
Dear Sirs: 

We, the children of John Doe, hand you herewith our checks dated July 1, 1933. aggregat- 
ing the sum of $100,000, which amount you are to hold in trust, to be known as “The John 
Doe Memorial Fund”, to invest and re-invest and keep the same invested, and to collect and 
receive the interest, revenue and income therefrom, and for a period of fifteen years from 
July 1, 1933, you are to pay out and use such interest, revenue and income to be applied 

wards the running expenses of the Children’s Clinic. 

\t the end of said fifteen years from July 1, 1933, the principal of said fund shall still 
he ke ps intact, but at that time the Board of Trustees of your hospital shall determine whether 
the principal of said fund shall be added to the genera! endowment funds, (the income to be 
used ior the purposes herein stated) or for such other special purposes as your Board of 
ustees shall then determine. 








If, at any time during the life of this trust, the Voluntary Hospital shall cease to be 
n as a privately controlled voluntary hospital, or the management of said hospital should 
taken over by any public authority, then the principal sum represented by this trust shall. be 
irned over by the Board of Trustees to the local Community Chest, the principal to be added 
them to their general endo ig funds and held in trust by them, to be known as 
“The John Doe Memorial Fund”, the income to be used for their general purposes. 





Kindly advise us of your acceptance of the above trust on the above terms. 


Yours very truly, 


Jane Doe, Henry Doe, George Doe” 


Extract from Minutes of Board of Trustees—July 5, 1933— 


BP ii President read a letter from the children of the late Mr. John Doe relative to the 
lor $100,000 for the establisl 1 be k he John Doe Me ial 
d tic n of for the establishment of a fund to be known as the John Doe Memoria 
1, said amount to be invested and the income therefrom to be used for a period of fifteen 
vears, from July 1, 1933, to be applied towards the running expenses of the children’s clinic. 
Upon motion duly made, seconded and carried it was agreed to accept this donation in accord- 
nce with its terms, and the finance committee was authorized to invest the above fund in 


such securities as may be deemed proper.” 








(The Board of Trustees adopted various resolutions of thanks to the family, which were 
rical sheet.) 





ecorded in detail on the Hist 
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(EXHIBIT 2A) 





Financial 
The John Doe Memorial Fund 
(Principal) 

EN 55.0 Wine dae EHR A ONT ROHR ES $100,000. 
1938—Profit on sale of securities................ccceccccees 2.500 
$102,500. 

1942—Loss on sale of securities..............cc0cccceeses iv 1,000, 
$101,500. 

1945—Profit on sale of securities...............cc cece ececes 5.500. 


$107,000. 
(use separate page for Principal) 





Financial 
The John Doe Memorial Fund 
(Fund Transactions ) 


ees DEMIR. cae ici sc caeekunse heed ee eanvNee anaes $100,000. 


Transfer to Fund 
for Children’s 


Income Clinic 
|S a a ie ee $2,000. $2,000. 
1934. 5 ite Wie See we ane ui bs Ste Raaretant Barats 3,900. 3,900. 
BOS Fe. rx & scsi Seavic dds Se dors & 'oe ere: Wwe Abate, x woods 4.050. 4,050 

etc. 
etc. 


(use separate page for details of fund transactions) 
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EXHIBIT 4 
(Running Form) 


VOLUNTARY HOSPITAL 


STATEMENT OF TRANSACTIONS—PRINCIPAL FUNDS 
January 1, 1946 to December 31, 1946 


Balances Dec. 31, 1946 


Income Income 
Restricted Unrestricted 





stablished by Donors 





Jor I 
1, 1946 (no chang g YE $107,001 
] Fund for Car R ¢ 
I nce, January 1 $ 5 
\ IS: Lega 
Contrit i = 
Profit on sale ¢ vestme1 
I ( I Pat g 
| a ¢ ( 
\ I Prof ivestme { 1 
lowed Bed Fund 
Balar Lg et ae 6) a ee ee ee S 7a; 
De tor Ay ed Ss e ¢ poole 
IOTITS) cece erereeeeresesreeeseees 7 Uv 
ed | 1 for Resear Pediatrics 
Ci | lar 1, 194 
\ s Ce ibuti 
Deduc J sale o me 7 


Funds Established by Governing Board (Transferred from 


Gener 


E—Fellk 


u 


wship Permanent Fund 














Established in 1946—Leg: $ 
rmanent I l 
Balance, January 1, 194 re $259 
Additions: Lega Sats ),000.( 
Cx , tril i 1 
Deductior Apportioned loss on sale of pooled 
PCM PUEUS f6:dieraits,a.os:0injeee 6 AN ere ewe 7 ) $301, 00 
Fund (Estate of John Smith) 
I Se dae ee. SN ee eee eee $ 65,000.00 
\ on Further distribution by Estate........ 2,000.00 
$ 67,000.00 
Apportioned loss on sale of pooled ‘ 
STIVESTIMIENES ..covvccces 00600080 0608 1,400.0¢ 65,6UU.1 
Total Z Geb AE NS REEES CROSSES CHEN U NESS wed owns $ 30,000.0( $366,600.00 
GRAND TOTAL NAG is kOe tewariwemssGesns } $440,00 
SUMMARY 
est 1ed by Donors pieiod Ss . coeeee cesecee $268,400.01 
hed by Governing Board a shin na 396.6 





Total ese Pat ane sonra ek Kee aweus $665,000.00 


q 


(This form of statement may also be used for Temporary Funds for Designated Purposes) 
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Overhead in Overseas Relief 


By FREDERICK 


The Problem 
aa ie much of the dollar that I 


contribute will reach the hands 
of the real beneficiary, and how much 
will be lost in paying for your over- 
head 7” 

This question has been plaguing the 
fund raiser for philanthropic causes 
ever since money has been collected for 
charity. And the fund raiser or pub- 
licity man passes the ball to the ac- 
countant, the man of figures, to pro- 
vide him with the answer. This seems 
natural and sensible. The only trouble 
is that the accountant is not at all clear 
about what to classify as overhead. 
Does it include everything other than 
the cash distributed to the ultimate 
beneficiary? What about an agency 
which does not make cash payments, 
but renders some kind of social service 
(medical, child care, etc.) ? It may be 
agreed that in such cases goods pur- 
chased for the consumption of the 
poor, or salaries paid directly to work- 





FREDERICK GRUBEL, C.P.A., is a 
member of the Society and of its 
Committee on Non-Profit Institu- 
tions Accounting. He has recently 
returned from a lengthy stay in 
Paris at the European Headquarters 
of the American Joint Distribution 
Committee. This voluntary agency 
for foreign relief and rehabilitation 
operates on a world-wide basis, in- 
cluding twenty-two countries in 
Europe. 

The author, as the agency’s Chief 
\ccountant, went abroad to develop 
further uniformity in and coordina- 
tion of the accounting records and 
statements of the agency's interna- 
tional network of branch offices as 
well as of the committees and philan- 
thropic institutions receiving its sub- 
ventions. 
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ers servicing the indigent, should not 
be considered overhead. But what 
about agencies which have no contact 
with the poor and merely finance or- 
ganizations which, in turn, render di- 
rect or indirect social service? Are 
they nothing but overhead ? 

These questions are only a few of the 
problems that the accountant has to face 
and solve before he can give the in- 
formation necessary to answer the curi- 
ous and suspicious contributor’s query. 

Many community chests and federa- 
tions of charities did valuable spade 
work to help in the analysis. The Presi- 
dent’s War Relief Control Board at- 
tempted to clarify the situation with 
respect to voluntary agencies for for- 
eign relief for which the problem is the 
more puzzling, due to the multitude of 
relationships of give-and-take in the 
international field. 


Kind and Organization of 
Overseas Relief 

3efore we attempt to analyze the 
cost problem which underlies the ques- 
tion, it is necessary to clarify somewhat 
the organizational facts of overseas re- 
lief agencies. It may be possible to 
categorize the whole variety of types 
of such agencies by the kind of reliet 
they provide and by the medium 
through which they provide it. 

The seemingly simplest form of relief 
is the grant in cash. However, the 
problem of exchange rates in this post- 
war world of economic instability and 
even runaway inflation in some of the 
most important countries of distress. 
tends to complicate immeasurably the 
job of dollar-and-cent accounting. 

Day-by-day exchange losses. as well 
as the scarcity or non-existence of basic 
commodities in the countries to be 
helped, are the reasons for huge ship- 
ments of relief supplies converging in 
Europe’s war-shattered ports, thus re- 
flecting the second type of overseas 
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Overhead in Overseas Relief 


relief, i.e. distribution of goods (food- 
stuffs, wearing apparel, agricultural 
and industrial equipment and _ tools, 
C.J. 

Finally, many communities or groups 
of beneficiaries are so shaken and dis- 
organized that they are unable to ad- 
minister themselves and their welfare 
work without outside assistance. This 
opens the third main field of overseas 
relief: social service ranging from fam- 
ily case work and medical and educa- 
tional rehabilitation through all the as- 
pects of individual and group assist- 
ance and guidance to consultation and 
advice to governmental and_ similar 
welfare and community bodies. 

Each of the three main categories of 

Relief in Cash, 
Relief in Kind, and 
Relief in Services 

is being applied basically in three differ- 
ent ways: Each can be rendered di- 
rectly to individuals in need, or to insti- 
tutions or agencies (hospitals, orphan- 
ages, family welfare organizations, 
workshops, etc.) providing directly for 
the relief or rehabilitation of individuals, 
or finally to local coordinating and plan- 
ning bodies, like community councils 
or welfare federations, which in turn 
assist and organize local institutions 
and agencies for the benefit of indi- 
viduals. 

* This very rough outline indicates the 
variety of functions an overseas relief 
agency may have, and its function has 
to be determined before the problem of 
cost analysis can be approached in- 
telligently. 


Expense Statement 

Once the function is defined it is pos- 
sible to set up an expense statement 
which follows rather closely the famil- 
lar pattern of the expense side of a 
manufacturing concern’s profit and loss 
statement. If we consider the agency’s 
function as being similar to the product 
of the manufacturing concern, the simi- 
larity between the cost of production 
section of a factory profit and loss 
statement and the functional expense 
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section of the philanthropic agency’s 
expense statement develops quite nat- 
urally. It is recommended that the 
expense statement be designed in col- 
umnar form, with a column for the 
agency’s heaquarters and for each coun- 
try wherein field offices are being op- 
erated, as well as for the agency total. 
The attached specimen form of an ex- 
pense statement follows this pattern 
and is designed for an agency with 
many overseas functions. 


Cost of Production v. Functional 
Expense 
The cost of directly fulfilling the 
agency's functions (relief in cash, kind 
and/or services) corresponds with two 
of the three basic elements of the cost 
of production. 


Direct Materials v. Relief in 

Cash and Kind 

Distribution of goods and cash 
grants to beneficiaries of the agency 
partake of the character of materials 
used in production. So far as relief 
supplies are concerned, it might even 
be preferable to account for inventories 
at the beginning and at the end of the 
period and to charge to expense only 
the cost of goods distributed. If and 
when the countries of purchase and of 
distribution of such merchandise are 
different, a line should be inserted 
showing these intra-agency transfers 
which offset each other and therefore 
are not reflected in the total column. 


Direct Labor v. Relief in Services 

The salaries paid to the professional, 
social, medical, educational, etc., work- 
ers who are in direct contact with the 
beneficiaries, are to be treated like a 
factory’s direct labor expense. 


Factory Overhead v. Cost of 

Relief Operations 

Our imaginary contributor, whose 
very real question is quoted above, 
must certainly agree that relief in cash 
and in kind reaches the hands of the 
beneficiaries ; he may even concede that 
the direct labor expense for relief in 
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services is real charity; but everything 
else will be classified by him as over- 
head lost to the good cause. Experience 
teaches that this opinion is quite com- 
mon and widespread and may even be 
found among trustees of philantrophic 
agencies. A comparison with a cost 
of production statement, however, will 
show that this very overhead is com- 
posed of many kinds of expenses, 
which correspond only in part with the 
factory overhead with the rest belong- 
ing to the categories of administrative 
and financing expenses (see below ). 

It is generally accepted that the fac- 
tory overhead or burden includes all 
expenditures other than direct mate- 
rials and direct labor which must be 
incurred in the technical process of 
production and that it therefore is an 
essential part of the cost of production. 
Similarly, those expenses other than 
direct relief in cash, kind and/or serv- 
ices, which are necessary to operate the 
philanthrophic agency’s program as 
such, are part of its functional expenses 
and are in the same category as the di- 
rect relief expense. Although the de- 
nomination of these expenses as bur- 
den or overhead is correct according 
to accepted terminology of cost ac- 
counting these words should not be 
used in view of the phychological effect, 
for in connection with charitable work 
they seem to imply non-essential ex- 
penses. Their character may be clari- 
fied for the layman as well as for the 
accountant by describing them as 
“cost of relief operations”. 

These expenditures for cost of relief 
operations—like those for factory bur- 


den—include direct and indirect ex- 
penses. 
Direct expenses include, among 


others, the payroll and other expenses 
of the field offices in foreign countries 
where the agency operates to carry out 
the agency’s overall program, and only 
to the extent that they are not reflected 
in the “relief in services” section. All 
personal service departments at head- 
quarters are included in this 
group of expenses. Another important 
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group of items involving “cost of relief 
operations” embraces expenses incur- 
red for the purchasing projects of 
agencies distributing relief in kind. 
They include payroll and expenses of 
the purchasing department as well as 
the cost of forwarding, storing, pack- 
ing, and insuring the relief goods. If 
such supplies are donated, the ex- 
penses of handling and transporting 
them should also be charged to this 
section. 

Most of the indirect expenses accrue 
at headquarters, where the activities, 
although principally administrative or 
financial, are also to some extent func- 
tional. Rent and office maintenance, 
cabling expense, printing, and other 
office expenses have to be distributed 
among functional and other expenses. 
The methods of distribution are those 
usually applied in cost accounting. 
They may vary from an actual statis- 
tical count or scientifically established 
standard rates to more or less rough 
estimates. They should, however, al- 
ways have a clear relationship to the 
established facts and should be con- 
sistently applied during all accounting 
periods. 


Selling and Financial Expenses 
v. Financing Expenses 

The fact that voluntary relief agen- 
cies are dependent upon donations col- 
lected from a iarge number of contribu- 
tors is reflected in their financing ex- 
penses which are distinguishable from 
their functional and administrative ex- 
penses. The cost of fund raising is an 
expense group within this — section 
which is peculiar to these voluntary 
agencies. It includes outright outlay 
for fund raising drives and functions as 
well as all kinds of publicity and public 
relations expenses, which resemble 
similar costs included among the selling 
expenses of commercial concerns. 
However, the close relationship be- 
tween the amount of contributions col- 
lected and the cost of fund raising is a 
very good reason for excluding the lat- 
ter from the Expense Statement and 
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presenting it as a charge to Campaign 
Income. The arguments against this 
procedure are the fact that fund raising 
is a normal activity of voluntary agen- 
cies usually directed (at least on the 
highest level) by the same executive 
group that administers the agency as 
an entity, and the principle of avoiding 
net figures in accounting statements as 
far as is possible. 

Definitely includable as expense 
items are loan interest and bank 
charges payable by agencies which 
have to resort to notes or loans in or- 
der to finance their program, or which 
—as practically all foreign relief agen- 
cies do—use commercial banking chan- 
nels for the transmission of funds 
abroad. 


Administrative Expenses 


The functional and the financing 
aspects of the agency usually are cen- 
trally directed and administered at its 
headquarters. There, the over-all re- 
lief program to be undertaken is 
decided upon and outlined; likewise, 
the principles which should guide the 
agency's functions and activities, the 
procedures to be chosen for financing 
its program, and its relationships to 
other agencies and to American and 
foreign governmental and _ semi-gov- 


ernmental bodies. The agency: budget 
is set up and its activities are centrally 
recorded and controlled both statisti- 
cally and in accounts. In short, volun- 
tary agencies have the same kind of 
central management as any well organ- 
ized business. The costs of this man- 
agement are grouped, as in business, 
under the heading of Administrative 
Expenses. They include the salaries of 
the Executive, Accounting, and Statis- 
tical or Research Departments, as well 
as the General Office payroll and all 
other office and other expenses which 
are neither classified as nor pro-rated 
to Functional and Financing expenses. 


Conclusion 


To return to the question at the head 
of this article. The so-called “over- 
head” about which many contributors 
to philanthropic causes (as well as their 
trustees) worry so much is the adminis- 
trative expense grouping which corre- 
sponds with the similarly named section 
of the commercial profit and loss state- 
ment. It has nothing to do with the 
“cost of relief operations” (which cor- 
responds to the factory overhead con- 
cept as employed in cost accounting), 
since these costs are an integral and in- 
dispensable part of the agency’s func- 
tional expenses, i.e., of the outlay which 
reaches the hands of the beneficiary. 
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XY AMERICAN OVERSEAS RELIEF ASSOCIATION 
CONDENSED STATEMENT OF EXPENSES 
FOR THE PERIOD FROM TO ‘ 
Head- ___ Field Offices _ i 
Total quarters Country A Country B 





Functional Expense— 
Relief in Kind: 


Goods on hand at beginning of 














SND eric, Ao ee otic ters ara siesta $ 200,000 $120,000 $ 50,000 $ 30,000 
LSGOUS PUPCHASEG is ovine sc 2siesin'ee as 300,000 200,000 40,000 60,000 
Goods distributed to field offices: 

bY NOAGGUATIETS os 55 cc eidsares.s eliminated — (250,000) 150,000 100,000 

by other field offices............ eliminated — (70,000) 70,000 
CSOOGS AVON ADC i iick bis boise dss eects $ 500,000 $ 70,000 $170,000 $ 260,000 
Goods on hand at end of period.... 130,000 70,000 20,000 40,000 
Goods Distributed to Beneficiaries $ 370,000 $ — $150,000 $ 220,000 

Relief in Cash Grants: 
Local co-ordinating committees... $ 600,000 $100,000 $500,000 $ — 
Institutions and relief associations 400,000 — - 400,000 
MINER od on ec dc tana int’ Aves 150,000 . = 150,000 
Cash Grants Given............... $1,150,000 $100,000 $500,000 $ 550,000 


Relief through Direct Service 


Professional Payroll: 




















CIRE ORPUICE sc icikis-daie sow as bsees $ 250,000 $50,000 $ — $ 200,000 
BUGGICAl BOLVICE os oid sib s6s die 60 500 150,000 ~ 75,000 75,000 
Educational service .............. 50,000 ~ — 50,000 
PUVIGOLY DELVICE ii bibs Sec weeeis 75,000 25,000 25,000 25,000 
Direct Relief Service Cost.......... $ 525.000 S$ 75,000 $100,000 $ 350,000 
Cost of Relief Operations 
Payvrolls: 
Professional supervisors and 
rewmional @irectOrs. «000500600008 $ 42,000 $ 5,000 $ 7,000 $ 30,000 
Purchase department... i o.6:66.00 08's 16,000, 12,000 2,000 2,000 
Field othce: Accounting.......... 8,000 4,000 4,000 
Field office: General oftice and 
OUBCT sass. ROSE OP ORS NCU 45,000 _— 5,000 40,000 
Maintenance of premises (rent, 
tees ee 39,000 3,000 12,000 24,000 
Office supplies and equipment.... 11,000 2,000 3,000 6,000 
Cables, telegraph, telephone, 
postage ...... secenees seteeeees 8,000 2,000 2,000 4,000 
Expenses for relief supplies 
(freight, ins., warehg., etc.)..... 43,000 30,000 9.000 4.000 
Traveling expenses ...........0.. 11,000 — 1,000 10,000 
General insurance and 
TNISCENIAMICOUS 60o6 Gees wawcaceies 6,000 1,000 2,000 3,000 
Cost of Relief Operations........... $ 229,000 $ 55,000 $ 47,000 $ 127,000 
Total Functional Expenses........ $2,274,000 $230,000 $797,000 $1.247.000 
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Tr ot al 1 
(Headquarters 
Only) 
Financing Expense— 
Cost of Fund Raising: 

122 S00) | eae ee ee ae eee See AMG paren en err re cee rCiy $ 
SieaROES - SECS ence a. k Seren anh sin bw has SH Oe wae ee ils ee en sate aaa 
MMamiteriancGe (Ob MEENiSES o.0.0:s sss sie o 2 Ae a ae oie ot ae darnleee cise area 

Office supplies: and equipment, o.o..0.0dce. cee daw cess enemies es 

Cables, telegraph, teléphone, postages dss. 6. i ccuceee sa cacrrans 

TSAVO MIO “CR DOMSES oro corw sis cisinsks. Ce snsiniacerele ua se alga a aia’ af alias e aeeere 
Campaien-and intormation: Iteratuce. «ices 6 coke ace eens cas 

TUNG OREN SES eel fo coh AA eS cre og redl Gres oy orer exe es ah rat GLa ACoT Ea Ce ROL CT a Ee 

Genéfral mairitenance and miscellaneous... «<6 ..0% e4- sieve owens 


Cost of Investment and Borrowings: 


Custodians’ 





LOSS Of Sale OF SECHTIFIES fo). oooh dirs. wkd oa es epee eee deans 
Bank charges and. COMMISSIONS: «2.33 sii oc no ieee cet cananmennts 
PitERGSt Oe LOANS «6750. wide ck re a ae a ae ee er 


Administrative Expense: 


Pavrolls: 


Executive. Department: : ss. ccc8e teehee 5 Fo lta Sead cctr ea gee ae 
Accounting and statistical department.............. BE ree 

Gs GAPE rela ONO oe acs, ar's- ro: achiccarati ore te cece trae EO an ara ce RD ee ae 
Maintenance Of Premises. «66660066 s000c- Gt Re AS ee ee 
ORGS SUPDHES and ECCMDMIEN Us 6 oi6.<sa san eces catimacen eaneues pee 
Cables, telegraph. telephone, postageec ek. «cn a a aches cescom ores 
SBEGUGHINE GOROMEIISE sor: «£4.05 6 aie erase ernie 410 wantin cia ante emer ore wie eas care ager 
Rieti ok fost ane ao es avant cea Ne a yr eee Tee 
Auditing ..... pis iw aba ade aid gia re loaves wi eae ee ere eo 
General insurance ane HNISCONATOOUS. iieeea sb na so eee eee 


Notes: Figures are inserted in the section entitled “Functional Expense” in order to 
convey an approximate idea of the distribution of costs among the headquarters and various 
field offices. It is assumed that Country A has a reliably functioning local community 
through which American aid can be cleared and channeled, while Country B_ requires 
American relief to be organized and administered at the level of the ultimate individual 
beneficiary. It is further assumed that some advisory and other functional services are 
rendered by headquarters 

The figures used are entirely fictitious and do not reflect the actual experience of any 
foreign relief agency. 

It is understood that supporting schedules should elaborate upon the various sections 


of this condensed statement, espec cially in providing details of relief supplies by commodities, 
, purpose tts: beneficiary organizations. 
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The Accountant’s Certificate 


By Epwin Warren Hart, C.P.A. 


i MAKING the usual examination of 
accounts for the year ended Decem- 
ber 31, 1946, the first full year of re- 
lease from war hysteria, accountants 
were faced with more serious and com- 
plex problems than they had ever 
known before. It has been a year in 
which many controls were removed but 
also one in which many uncertainties 
were added. Who can truthfully say 
that the balance sheet fairly presents 
the condition of a given business as of 
a date several months ago? Can we 
sign the standard form of certificate 
with complacency and hope that it will 
be accepted by stockholders and man- 
agement with the same degree of confi- 
dence as that to which we have become 
accustomed ? 

In the April issue of The Journal of 
Accountancy there is an editorial com- 
ment on a recent survey of stockholder 
opinion in which 59% of those who 
read the auditor’s report believed that 
it guaranteed the financial statement, 
and only 11% did not think so. After 
thirteen years of regulation by the 
Securities and Exchange Commission 
and earnest efforts on the part of the 
accounting profession to educate the 
public with the functions of the auditor, 
it appears that there is still a vast field 
to be covered before we can be reason- 
ably certain that our work 1s acceptable. 
This misapprehension on the part of 





EpwWIN WarRREN Hart, C.P.A. 
(T’a.), is a member of the American 
Institute of Accountants and a Past 
Chairman of the Philadelphia Chap- 
ter of the Pennsylvania Institute of 
(CP EAS S. 

Mr. Hart is National Director of 
the National Association of Cost Ac- 
countants, and is also a Past Presi- 
lent of the Philadelphia Chapter of 
the N.A.C.A. 











146 


the investor raises this question: Does 
the present form of certificate mean 
more or less than the simple and incom- 
plete forms used in 1932? 

The published statement of a large 
utility holding company in 1932 
follows: 

“We have examined the books and ac- 
counts of ABC Corporation for the year 
ending December 31, 1932 and have been 
furnished with reports of its subsidiary 
companies as of that date, and in our opin- 
ion, the attached consolidated balance sheet 
and statements of income and surplus are 
in accord therewith. 


“The books and accounts of the sub- 
sidiary companies were examined by us 
either at September 30, 1932 or December 
31, 1932, and we found the accounts to be 
well and accurately kept. 

“On the foregoing basis, and accepting 
the provisions for property retirements 
made in lieu of depreciation provisions. 
we certify that, in our opinion, the attached 
accounts fairly set forth the financial posi- 
tion of the combined companies at De- 
cember 31, 1932 and the results of the 
operations for the year ending on that 
date.” 


This certificate was accepted in those 
days with perhaps as much misunder- 
standing of its true significance as the 
more formal recital in use today. We, 
as members of a comparatively new 
profession, have taken pride in our 
integrity and independence and have 
built up confidence and public accept- 
ance of our work. If we are to retain 
the respect of everyone who is con- 
cerned with reports on the financial 
condition and the results of operation of 
business we cannot afford to rest on 
a reputation which gives us more credit 
than we intend should be ours. The ac- 
countant’s certificate as we know it 
today is a statement to the effect that 
we have applied our skill and experi- 
ence in making an examination in ac- 
cordance with generally accepted audit- 
ing standards. As a matter of fact, the 
old style certificate quoted above was 
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The Accountant’s Certificate 


intended to convey the same meaning 
but we have learned new techniques’ 
in auditing and have consistently raised 
our standards. But when’ we say 
“generally accepted auditing stand- 
ards", do we give the impression that 
they are generally accepted by us or 
are they generally accepted by the 
world at large? Does the average in- 
vestor have any concept of auditing as 
we practice it? Why do so many stock- 
holders still think that we guarantee 
the statements presented for their in- 
formation? 

In 1929, the booklet, Verification of 
Financial Statements, originally pub- 
lished by the Federal Reserve Board 
in 1917 “for the considertaion of Bank- 
ers, Merchants, Manufacturers, Audi- 
tors and Accountants”, was revised by 
the American Institute of Accountants. 
A second revision was issued in 1936 
under the title Examination of Finan- 
cial Statements by Independent Public 
Accountants. Since that time the Insti- 
tute Committees on Accounting Pro- 
cedure and on Auditing Procedure 
have issued some fifty bulletins which 
have greatly enlarged the scope of the 
original bulletin. And so we have in- 
terpretations of interpretations which 
are so aptly described by Montaigne in 
his essay on ““Experience”’ 

“There is more ado with interpreting 
interpretations than with interpreting the 
things themselves, and more books about 
books than about any other subject; we 
do nothing but comment on each other. 
gi a el "| ho would not say that commen- 
taries increase doubts and ignorance, since 
there is to be found no book, human or 
divine, with which the world concerns itself, 
of which the interpretation does away with 
the difficulty ? * * * When is it ever agreed 
amongst us that ‘this book contains enough 
in itself; there is now nothing more to be 
said’? * * * Nevertheless, do we find 
any end to the needs Of interpreting? Do 
we need fewer advocates and judges than 
when the mass of law was still in its first 
infancy? On the contrary, we obscure and 
bury the understanding of it. We can no 
longer get at it except by permission of 
many fences and barriers.” 

Accounting principles and auditing 
standards are based upon man-made 
conventions and it is necessary for the 
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accounting profession, through its duly 
constituted committees, to continue 
constantly to interpret those principles 
and standards. It is equally important 
for every individual member of the 
profession to undertake direct and ex- 
haustive research on his own initiative. 
Every time the standard form of cer- 
tificate is signed it should be read with 
the same care as though it had never 
been seen before and reviewed word 
for word in the same manner as an 
original composition. Unless this is 
done, it will eventually become one of 
the legends of the profession with the 
sae character as the incantations of 
tribal medicine men, and will mean just 
about as much to us and to those who 
read it. 

This article is not concerned with a 
study or interpretation of the account- 
ant’s certificate. It is merely a factual 
recital of recent developments and a 
warning that committees of the Insti- 
tute cannot do our thinking for us. 

The 1929 edition of the bulletin on 
Verification of Financial Statements is 
handicapped with the very first word, 
“verification”. There is an equally un- 
happy choice of words in the suggested 
form of “Auditor’s Certificate” 

“I have examined the accounts of Blank 

Company for the period from 

to ——————.. I certify that the accom- 

panying balance sheet and statement of 

profit and loss, in my opinion, set forth 

the financial condition of the Company at 
and the results of operations 
for the period.” 





The revision of 1936 changed the 
title to Examination of Financial State- 
ments and refers to the Accountant's 
Report, giving a suggested form as 
follows: 

“We have made an examination of the 
Balance Sheet of the XYZ Company as at 
December 31, 1935, and of the statement of 
income and surplus for the year 1935. In 
connection therewith, we examined or 
tested the accounting records of the Com- 
pany and other supporting evidence and 
obtained information and explanations from 
officers and employees of the Company: 
we also made a general review of the 
accounting methods and of the operating 
nd income accounts for the vear, but we 
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did not make a detailed audit of the 
transactions. 

“In our opinion, based upon such ex- 
amination, the accompanying Balance Sheet 
and related Statement of Income and 
Surplus fairly present, in accordance with 
accepted principles of accounting consist- 
ently maintained by the XYZ Company 
during the year under review, its position 
at December 31, 1935, and the results of 
its operations for the year.” 


On October 18, 1939, the American 
Institute of Accountants issued a report 
of the Special Committee on Auditing 
Procedure, entitled “Extensions of 
Auditing Procedure” with the recom- 
mendation of the following form of In- 
dependent Certified Public Account- 
ants Report or Opinion: 

“To the Board of Directors (or Stock- 
holders) of the XYZ Company : 

“We have examined the balance sheet 
of the XYZ Company as of April 30, 1939, 
and the statements of income and surplus 
for the fiscal vear then ended, have re- 
viewed the system of internal control and 
the accounting procedures of the com- 
pany and, without making a detailed audit 
of the transactions, have examined or 
tested accounting records of the company 
and other supporting evidence, by methods 
and to the extent we deemed appropriate. 

“In our opinion, the accompanying bal- 
ance sheet and related statements of income 
and surplus present fairly the position of 
the XYZ Company at April 30, 1939, and 
the results of its operations for the fiscal 
year, in conformity with generally ac- 
cepted accounting principles applied on a 
basis consistent with that of the preceding 
Year. 


~ 
~ 


In February, 1941, in co-operation 
with the Securities and Exchange Com- 
mission (see “Statements on Auditing 
Procedur@ No. 5”, issued by the Com- 
mittee on Auditing Procedure of the 
American Institute of Accountants ), 
the form of the certificate was amended 
to read as follows: 


“We have examined the balance sheet 
of the XYZ Company as of February 28, 
1941, and the statements of income and 
surplus for the fiscal year then ended, 
have reviewed the system of internal con- 
trol and the accounting procedures of the 
company and, without making a detailed 
audit of the transactions, have examined 
or tested accounting records of the com- 
pany and other supporting evidence, by 
methods and, to the extent we deemed 
appropriate. Our examination was made 
in accordance with generally accepted 
auditing standards applicable in the cir- 
cumstances and included all procedures 
which we considered necessary. 

“In our opinion, the accompanying bal- 
ance sheet and related statements of income 
and surplus present fairly the position of 
the XYZ Company at February 28, 1941 
and the results of its operations for the 
fiscal vear, in conformity with generally 
accepted accounting principles applied on 
a basis consistent with that of the pre- 
ceding year.” 


This is the form in general use today 
as it has evolved from the simple “cer- 
tification” of 1929. It is well-phrased 
and sounds very professional but it 
must be kept alive by constant review 
and research. 
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Public Relations Policies of the Bureau 


of Excise Taxes 


By SipNEY SUGARMAN 


RIOR to January 17, 1946, when I 
— appointed Special Deputy 
Comptroller, my experience with excise 
taxes of the City of New York was 
confined in the main to that of the 
average New York City resident. Ex- 
cept for a few rare situations in some 
twenty years of legal practice ante- 
dating my appointment, when’ I was 
consulted by a client, generally ac- 
companied by his accountant, on some 
isolated tax question, I appreciated only 
ill a remote, vague and rather detached 
way the impact of sales and similar ex- 
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cise taxes upon my purse. I knew, 
as did every other resident of the city, 
that when [ paid my telephone bill or 
purchased a meal in excess of a dollar. 
or bought most any other type of tan- 
gible personal property, I was called 
upon to add to the purchase price o1 
charge for the service a few pennies 
for Father Knickerbocker’s exchequer 
Frankly, I believe that I usually felt 
some irritation on being compelled t 
pay a sales tax; a resentment probably 
engendered by the realization that this 
local impost was not borne by others 
residing outside the fringes of New 
York City. 

While it may be bad form, border- 
ing upon heresy, for one in my posi- 
tion to acknowledge publicly that the 
tax that I administer is an irritating 
“nuisance tax”, I must make that 
acknowledgment based upon my own 
reactions if | am to be completely 
honest with you. And so, when I took 
charge of the Bureau of Excise Taxes 
of the Comptroller's Office, I entered 
upon my new task with but one crystal- 
ized impression of my new job, name- 
ly, that I was dealing with an un- 
popular tax. 

1 doubt the day will ever dawn when 
taxpayers will enthusiastically rush to 
pay a tax. I suppose that every form 
of taxation 1s unpopular in one degree 
or another, and I know that to hope 
to popularize a sales or similar excise 
tax completely is to envision a fool’s 
paradise. 

I am determined, however, to try, 
not so much to popularize, but at least 
to minimize the irritation engendered 
by the law I am administering. 

No matter what philosophy gov- 
erned my predecessors, I can honestly 
say that there is now in the Bureau of 
Excise Taxes of the Comptroller’s 
Office an open-door policy. If that 


#49 





The New 


policy existed prior to my advent as 
Deputy it is proper that it be con- 
tinued. If that policy is a new concept 
of the relationship between the Bureau 
and the taxpayer, then it is a salutary 
improvement. I know that this co- 
operative policy reflects the wishes 
of Comptroller Lazarus Joseph and 
neshes perfectly with his method of 
administering his high office. 
Generally speaking, the  public’s 
relations with the Bureau of Excise 
Taxes fall into two broad classifica- 
The first has to do with the 
promulgation of regulations, and bulle- 
tins explaining these regulations—and 
the second has to do with the specific 
problems of individual taxpayers, aris- 
ing under assessments. As early as 
my first day of tenure, I had to deal 
with the first classification, namely, the 
public’s relations with the Bureau in 
connection with the promulgation of 
regulations. At the behest of a very 
prominent association in the City of 
New York, former Comptroller Mce- 
Goldrick had signed certain amend- 
ments of the Gross Receipts Tax Regu- 
lations on December 26, 1945. For 
some reason, they were never filed with 
the City Clerk and thus never became 


tions. 


official. They were submitted to me 

on my first day in office for trans- 
issi he City Clerk for filt 

mussion to the City Clerk for filing. 


Because I did not know whether they 
represented the views of the present 
Comptroller, I declined to transmit 
them to the City Clerk. When that 
association learned of my decision, it 
sought to accomplish what the amend- 
ments to the Regulations contemplated, 
by the introduction at the 1946 session 
of the Legislature of widespread 
amendments of the General Business 
Tax Law. A coalition of the Bureau 
of Excise Taxes, the Corporation 
Counsel and City Treasurer’s 
resisted the proposed amendments to 
the law and they never emerged from 
Committee. After the conclusion of 
the Legislature, that 
association, having failed in its quest 
for amendment of the Enabling Act, 
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petitioned Comptroller — for the 
same relief, in the main, that had been 
abortively granted by his predecessor. 
When he referred the proponents of 


those amendments to me, they ex- 
pressed some misgivings about dis- 
cussing the matter with a Deputy, 
alleging unsatisfactory experience 


under similar circumstances at some 
prior time. Nevertheless, we did con- 
fer on the various projected subjects 
and, in the course of those conferences, 
which extended over a number of 
months and included protracted meet- 
ings with seven subcommittees of their 
main committee and the association’s 
main committee itself, they came to 
the realization that our alleged open- 
door policy was not mere lip service. 
Those conferences served a two-fold 
purpose. They enabled the Bureau, as 
tax administrators, to learn the tax- 
payer’s point of view and, which to 
me is of greater importance, they 
enabled the taxpayers to learn the 
Bureau’s point of view. That they had 
the agreeable effect desired is proven 
hy the record. Ultimately the Gross 
Receipts Tax Regulations were, to a 
small extent, amended in accordance 
with the recommendations of that asso- 
ciation. The association frankly ad- 
mitted that it achieved but a very small 
percentage of the relief it originally 
sorght and, in fact, substantially 
than had been accorded under the 
aborted amendments of Comptroller 
McGoldrick that were never promul- 


less 


gated. And yet, despite the extreme 
linut of the relief gained, the asso- 
ciation was content and sought no 


further action in the succeeding Legis- 
lature of 1947. The association spokes- 
men frankly confessed that the ex- 
change of opinions during these con- 
ferences had not only moved the 
Bureau to give limited relief where the 
taxpayer was seriously prejudiced, but 
induced the taxpayers to abandon their 
petition for relief where the city’s need 
for funds outweighed the necessity for 


the relief sought by the association. 
I can honestly state that I am con- 
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vinced that, based upon the experience 
of those meetings, that association 
would not hesitate for a moment in 
coming directly to this Bureau again 
with any problem that might confound 
it in connection with our work. If 
we gained nothing else, we now enter- 
tain a wholesome respect for each 
other’s opinions and philosophies and 
a mutual sympathy for each other’s 
problems, 


While these conferences were in 
progress, certain new excise taxes were 
enacted including the Tax on Occu- 
pancy of Hotel Rooms, which became 
effective on July 1, 1946. There de- 
volved upon my staff the duty of pre- 
paring appropriate regulations for 
Comptroller Joseph’s signature. This 
new tax affected a great New York 
industry. Again, the open-door policy 
was employed. Instead of attempting 
to evolve these regulations from an 
ivory tower perch, we solicited the 
aid of the recognized accountants and 
lawyers in the hotel field. As a result 
of this combined effort, there devel- 
oped a set of regulations that were 
mutually acceptable to the taxpayers 
and the city. There were many phases 
of the practical side of hotel operation 
about which we knew nothing and 
which posed problems in the adminis- 
tration of this new tax. Their solution 
is in no small degree due to. the coop- 
eration rendered to the Bureau by 
specialists in accounting and law in 
the hotel industry. 


Again, simultaneous with the devel- 
opment of the regulations in connection 
with the tax on hotel occupancy, it 
became necessary to revise the bracket 
schedule in connection with the sales 
tax which was then being increased 
from 1% to 2%. Under the original 
2% rate, the bracket schedule com- 
menced at 13¢, and rumor had it that 
that starting point had no scientific 
basis but was seized upon at the incep- 
tion of the sales tax in order to include 
cigarettes which, at that time, were 
properly taxable by the city under its 
sales tax powers. With the resumption 
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of the 2% rate it was determined that 
a scientific starting point for the 
bracket schedule should be worked out. 
Associations representing department 
stores, limited price variety stores, 
furniture retailers and numerous other 
every-day enterprises in New York 
City were invited to engage in a survey 
to determine the starting point of the 
schedule bracket that would be fairest 
to the merchant and the taxpaying pub- 
lic alike, and permit no windfall to 
either. There again, the open-door 
policy stood in good stead, because after 
exhaustive experience and survey, a 
bracket schedule commencing at 17¢, 
based upon science rather than con- 
jecture, was evolved. It evoked favor- 
able comment on the part of most 
advised persons. 

Aside from the specific instances 
cited above, the Bureau has on count- 
less occasions invited the advice of 
trade and industry associations running 
through almost the entire gamut of 
New York industry. Obviously, at 
these consultations the association 
usually bargains for as favorable a 
construction of the law as _ possible. 
However, when concrete rules of law 
contrary to the association’s position 
or, in the case of open or mooted ques- 
tions, when the city’s fiscal needs are 
indicated to their representatives, these 
associations are quick to withdraw any 
arbitrary or unreasonable requests. 
All in all, the practice of inviting those 
best qualified to voice an opinion to 
come in, sit down and talk the problem 
over has made for a much better under- 
standing and, I hope, despite the un- 
popularity of the tax that I administer, 
will continue so to do. 


To those of you here assembled who 
represent particular types of industries 
and who feel that there is any unfair- 
ness (and I distinguish that from the 
normal disinclination to pay taxes) in 
the administration of any of the taxes 
under the authority of my Bureau, I 
cordially invite you to visit with me 
and discuss your problem. I am sure 
that in most of these cases you will 
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either convince us that you merit 
relief, or we will convince you that 
your position is untenable. 

As to the second category of matters 
arising under the open-door policy, 
namely, those dealing with specific tax- 
payers in audit or hearing, I have tried 
to eliminate the alleged bureaucracy 
reputed to have existed in the Bureau 
of Excise Taxes. From the stories 
that I heard from friends and ac- 
quaintances who practiced either as 
accountants, lawyers, or appeared on 
their own behalf as taxpayers before 
the Bureau ot Excise Taxes, when they 
iearned of my appointment, I had some 
misgivings upon entering upon my 
present task. I envisioned an aggre- 
gation of martinets who handed down 
edicts accompanied usually by a “‘do- 
or-die’ mandate. I have no means of 
knowing whether those complaints 
were justified or imaginary, but I do 
not believe that condition prevails 
today. True, we may not ultimately 
agree with the contention of the tax- 
payer or his representative and we may 
finally rule against him, but he can 
be assured of a fair and impartial audi- 
ence. You who practice before the 
Bureau, whether it be in the course of 
your contact with an auditor in the 
field, or with his group chief or unit 
head in conference during the course 
of an audit, or whether it be in informal 
conference or formal hearing before 
the hearings unit—if vou feel that you 
are being denied proper consideration 
1 your contention, are free to call upon 
me to review the issue. This offer is 
not, however, without limitation. It 
is not my usual policy to disturb an 
auditor during the course of an audit. 
\s an administrative necessity, with 
hundreds of auditors conducting simi- 
lar audits daily there must he some 
standard gauge to govern them. It 
makes for bad administration to permit 


exceptions to these general rules during 
the course of an audit. Thus, only in 
the most flagrant case can I interfere 
during the actual progress of an audit. 
| do advise you, however, that if the 
audit in question results in what you 
consider an unfairness to the taxpayer, 
to decline to execute a consent and 
waiver, await the issuance of a notice 
of determination and make timely 
and I emphasize the word “timely’”— 
request for a hearing. If, in the prog- 
ress of your case through the hearings 
unit, either in informal conference or 
formal hearing, you feel that you are 
still being denied a square deal, then 
you are free to, and proper represen- 
tation of your client dictates, that you 
ask that I personally consider you 
matter. This is no idle promise. I 
has been done in literally hundreds o 
cases in the past 15 months. While I 
may ultimately resolve that the hold- 
ing of the hearing conferee is proper, 
you at least will have had a full ex- 
planation of the Bureau’s position on 
the particular question involved, and 
an opportunity of stating yours to the 
person, short of the courts, vested with 
power to decide. 


With my limited experience as 
Deputy in charge of the Bureau, I 
would not presume to undertake any 
scientific discussion with vou experts 
on the accounting and legal phases of 
our work, That has been reserved for 
specialists whose long experience in 
the Bureau in probing these issues 
makes them eminently qualified to 
address you upon them. 
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On behalf of Comptroller Joseph, 
those of my staff who have been in- 
vited to appear before vou tonight, 
and myself, I express my sincere ap- 
preciation for this opportunity of meet- 
ing with vou and = considering our 
mutual problems. 
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The Application of Some Basic Concepts 
of The New York City Sales and 


Business Tax Laws 


By Max BrorMan 


SALES TAX 


Definitions of Terms 

The core of the New York City Sales 
Tax law is embodied in its definition 
of terms. Most of the problems arising 
in the course of the administration of 
the law may be best resolved by a 
proper understanding and application 
of those terms. 

The questions most frequently aris- 
ing under that law invoive the defini- 
tions of a sale, a sale at retail, and, to 
a great extent, of tangible personal 
property. I propose to discuss each of 
these subjects, since I believe they con- 
tain the basic concepts of the City’s 
sales tax law, adding however, a few 
subjects not directly related to them. 

The law defines a sale as “any trans- 
fer of title or possession or both, ex- 
change or barter, license to use, license 
to consume, conditional or otherwise, 
in any manner or by any means whatso- 
ever for a consideration, or any agree- 





Max BrormMan, Eso., is Chief 
Tax Counsel of the Bureau of Ex- 
cise Taxes, Office of the Comptrol- 
ler of the Citv of New York, having 
been with that office since 1938. 
From 1937 to 1938 he was Tax 
Counsel in the office of the Corpora- 
tion Counsel of the City of New 
York, and prior to that time was en- 
gaged in the private practice of the 
law. Mr. Brofman holds the degrees 
i LEB and LL.M. 

This address was delivered by Mr. 
srofman at a technical meeting con- 
ducted by the Society’s Committee 
m Municipal and Local Taxation at 
the Engineering Auditorium, on 
April 30, 1947. 














1947 


ment therefor,” including the render- 
ing of certain services specified therein. 

The law defines tangible personal 
preperty as “corporeal personal prop- 
erty of any nature.” 

The law defines a sale at retail as “a 
sale to any person for any purpose other 
than for resale in the form of tangible 
personal property.” A “sale or pur- 
chase at retail of tangible personal 
property” is also “deemed to include 
the sale or service of producing, fabri- 
cating, processing, or except for the 
imprinting of copy upon an already 
printed product, imprinting tangible 
personal property, to a person who di- 
rectly or indirectly furnishes the tan- 
gible personal property, not purchased 
by him for resale, upon which such 
services are performed; other than the 
rendering of services in connection with 
the repair, alteration or reconditioning 
of tangible personal property on behalf 
of the owner thereof to refit it for the 
use for which it was originally pro- 


duced.” 
(a) 

Sales Within the Meaning 

of the Law 

Not every transfer of title to or pos- 
session of tangible personal property 
constitutes a sale within the meaning of 
the law. The transfer of property by 
gift or by way of legacy under a will 
ordinarily is not a sale, there being no 
consideration. A transfer by operation 
of law is not a sale within the meaning 
of the law. This includes transfers of 
property as a result of statutory mer- 
gers of corporations (under New York 
Stock Corporation law), or transfers 
of property to stockholders upon the 
dissolution of a corporation, where the 
stock of the merged or dissolved corpo- 
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ration is surrendered by the stockhold- 
ers and cancelled, for new stock in the 
case of a merger or for a liquidating 
dividend in the form of tangible 
property of the dissolved corporation. 
While it might be argued that there is 
a consideration for the transfer of the 
property, nevertheless, the Bureau be- 
lieves that it was not the type of con- 
sideration contemplated by the law, for 
one of two reasons: (a) the transfers 
arose not by virtue of an agreement of 
sale but by operation of law, or (b) 
there is a mere substitution in the form 
of ownership of property, i.e., stock, for 
property the right to which is evidenced 
by stock ownership. 

There are other forms of transfers 
which the bureau does not regard as 
sales. They involve changes in the legal 
form of business structure but with no 
change in the identity and quantum of 
interest of the interested parties. Thus, 
a partnership is formed to which the 
partners contribute tangible personal 
property as their contribution of capi- 
tal, or a partnership is converted into a 
corporation the shares of stock of which 
are issued to the partners according to 
their interests in the partnership in re- 
turn for the transfer of partnership 
property to the corporation, or a cor- 
poration is formed in which the incor- 
porators obtain one hundred percent of 
the stock thereof for the transfer to it 
of tangible personal property formerly 
owned by them. In these cases, there 
is a mere substitution in the form of 
ownership of property. In all of such 
cases the persons interested and the 
amount of their interests must be iden- 
tical both before and after the transfer. 
Confronted with the serious doubt that 
the type of consideration contemplated 
by the law is found in such trans- 
fers, and recognizing the frequency of 
changes in the legal form of business 
structures, the Bureau has not sought 
to’ treat such transfers as “sales” with- 
in the meaning of the law, so long as 
there has been no change in the identity 
and quantum of interest of the inter- 
ested parties. 
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The mere execution of a chattel 
mortgage, either as security for a loan 
or as part payment of the price of chat- 
tels sold, does not constitute a sale 
within the meaning of the law. While 
generally, a chattel mortgage purports 
to convey a defeasible title which be- 
comes absolute upon failure to comply 
with its terms, nevertheless, no sale 
takes place within the meaning of the 
sales tax law upon its mere execution. 
However, if there be a default in pay- 
ment of a chattel mortgage accom- 
panied by a transfer of possession of 
the property to the mortgagee, or where 
the mortgagee or a third person ac- 
quires title and possession as a result 
of a foreclosure sale and in either event 
if title or possession to the property is 
not acquired for the purpose of use by 
the mortgagee or third person, a sale 
is deemed to have taken place at the 
time of such transfer within the mean- 
ing of the law. 


s 


(b) 
Sales of Tangible Personal Property 


Not every form of property trans- 
ferred is tangible personal property. It 
is to be noted that only corporeal per- 
sonal property is subject to the tax. 
Railroad tickets, admissions to places 
of amusements, shares of stock and the 
like, are merely evidences of a right and 
are not corporeal personal property 
(except when sold as paper products ). 
Services (not specifically taxed in the 
law) are not tangible personal prop- 
erty. Whether or not a transaction con- 
stitutes the rendition of a service or the 
sale of tangible personal property very 
often raises a difficult problem. 

The furnishing of printed matter un- 
der varying circumstances very often 
requires a determination to be made as 
to whether the furnishing thereof con- 
stitutes the sale of tangible personal 
property or a service. In one case it 
has been held that a credit agency which 
furnishes written reports as to the fi- 
nancial status of business people is not 
selling tangible personal property but 
rather is rendering a service, even 
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though a credit rating book is furnished 
in connection therewith. In another 
case it has been held that the furnish- 
ing of financial or statistical informa- 
tion relating to stocks and bonds in 
book or pamphlet form constitutes a 
sale of tangible personal property and 

t the rendition of a service. The pre- 
cise question in most cases is whether 
the tangible personal property fur- 
nished is primarily the thing contracted 
ror, in which case it is immaterial that 
some service is incidentally furnished 
in connection therewith, or whether the 
service furnished primarily is the basis 
for the contract, even though supple- 
mented by tangible personal property. 
Recent litigation on this broad ques- 
tion does not clarify the problem, but 
appears to be so restrictive in its appli- 
cation to the precise cases involved, 
that both the administration and tax- 
payers may anticipate further difficulty 
in making a valid distinction as to 
when a transaction constitutes a sale of 
tangible personal property and when 

constitutes a service. It is safe to 
say, however, that each case must be 
decided on its own merits, since each 
case is factually different. 

Another important field wherein the 
question arises whether services are 
performed or whether tangible personal 
property is sold, is in connection with 
the alteration, repair, improvement or 
construction of real property. Very 
often the difficulty lies in trying to de- 
termine whether a particular contract 
calls for the repair, alteration, etc., of 
real property and hence the rendition of 

service, or whether it calls for the 
sale of tangible personal property 
with an installation service inciden- 
tally performed and hence a sale of 
tangible personal property within 
the meaning of the law. For exam- 
ple. the furnishing of oil burners 
without more is regarded as a sale 

tangible personal property. On 


ete heating system including 
piping, radiation, heating units, etc., 
is regarded as an improvement to 
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real property and hence a service 
contract. The best guide, though not 
a simple one, is the determination of 
the nature of the improvement. If 
the tangible personal property is so 
incorporated in the real estate as to 
become a permanent and integral 
part thereof, and generally cannot 
be removed therefrom without mate- 
rial damage to the realty, the con- 
tract for the furnishing and installa- 
tion thereof will be construed as an 
improvement or service contract, 
and not as a sale of tangible personal 
property. As an aid in arriving at 
such determination, resort may be 
had to the nature of the contractor’s 
business. If he is generally engaged 
in repair or improvement contracts, 
this fact, in a doubtful situation may 
very well decide that the contract is 
one for the rendition of services. 
There is one type of service about 
which there is no question but never- 
theless, by virtue of the express pro- 
visions of the law, is regarded as a tar- 
able sale of tangible personal property. 
The producing, fabricating, processing, 
printing and imprinting (except im- 
printing on an already printed product ) 
of tangible personal property belong- 
ing to another and not purchased by 
him for resale, is regarded as a sale of 
tangible personal property at retail. For 
example, if a person furnishing his own 
cloth and materials, has a suit made up 
by a tailor who charges for the labor 
of making such suit, the labor (fabri- 
cation) charge constitutes a sale at re- 
tail of tangible personal property with- 
in the meaning of the law, even though 
the tailor may not furnish or otherwise 
sell one item of tangible personal prop- 
erty. Since a discussion of a “sale at 
retail” follows, note must be made at 
this point, however, that the service is 
regarded as the sale of tangible personal 
property at retail only when the serv- 
ice is performed for an ultimate con- 
sumer. For example, a printer who 
prints books for a publisher on paper 
and binding materials belonging to and 
furnished by the publisher, is not ren- 
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dering a fabrication service that is tax- 
able under the law, because the pub- 
lisher is not the ultimate consumer of 
the books since he sells them to others. 
At the same time, it should be observed 
that the performing of the service of 
repair or alteration or reconditioning of 
personal property belonging to others 
to refit it for the use for which it was 
originally produced its not a sale of tan- 
gible personal property at retail, i.e. 
repairs by automobile mechanics of au- 
tomobiles are strictly in the nature of 
repair services and do not constitute 
sales of tangible personal property at 


retail. 
(c) 
Sales at Retail 

\s stated earlier, a sale at retail is 
“a sale to any person for any purpose 
other than for resale in the form of tan- 
gible personal property.” In order to 
overcome the presumption that every 
sale is at retail and, therefore, subject to 
tax, a vendor may take a resale certifi- 
cate from the purchaser. A resale cer- 
tificate is prima facie evidence of the 
fact. However, this does not mean that 
the vendor thereby foregoes an inquiry 
into the actual facts as to whether or 
not the sale was for resale. At this 
point, a consideration of the question 
as to when a sale is one for resale, is 
in order. 

The test is whether or not the pur- 
chaser makes a sale, as defined in the 
sales tax law, of the tangible personal 
property he has purchased, without his 
prior use thereof for his own purposes. 
In other words, is the purchaser pri- 
marily the ultimate consumer of what 
he buys? 

Thus, a manufacturer may buy oil 
and rags and repair parts for machinery 
used by him in the manutacture of 
clothing. He is the ultimate consumer 
of those items since there is no trans- 
fer of title or possession thereof for a 
consideration (sale) to his customers. 
On the other hand, a manufacturer who 
buys raw materials (cloth) in connec- 
tion with the turning out of a finished 
product (a suit) is regarded as buying 
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the same for resale, to the extent that 
such raw material becomes a physical 
component part of the finished product. 
Even though he “uses” such raw mate- 
rials in the sense that he manufactures 
a product therefrom, nevertheless, he 
is not primarily the ultimate consumer 
of such materials since he transfers title 
or possession thereto for a considera- 
tion to his customers. His purchases 
thereof are therefore deemed to be not 
at retail but for resale. 

Another illustration of the applica- 
tion of the resale theory is in the case 
of printers, who furnish electroplates 
to publishers for whom magazines or 
books are printed. The printer, pursu- 
ant to contract with the publisher, or by 
custom in the trade, may purchase an 
electroplate from a plate-maker for the 
purpose of using the same in connec- 
tion with the printing of the magazine 
or bi ( yk. | 


Upon completion of the job, 
the printer may hold the plate for the 
publisher awaiting further orders, or 
transfer the same immediately to the 
publisher. The printer charges the 
publisher for the plate. The contract 
or custom in the trade provides or con- 
templates that title to and the right to 
possession of the electroplates be trans- 
ferred to the publisher; the “use” and 
possession of the plates by the printer 
is, constructively, that of the publisher ; 
hence, the purchase of the electroplate 
by the printer from the plate-maker 1s 
for resale. 

Before passing from the subject of 
sales at retail, it might be interesting 
to note that a purchase of tangible per- 
sonal property for the purpose of rental 
is regarded as a purchase for résale. In 
other words, the sale of a typewriting 
machine to a person who is in the bus! 
ness of renting out typewriters is re- 
garded as a sale for resale. 


(d) 
Licenses to Use or Consume 
Tangible Personal Property 
Included in the definition of a sale is 


a license to use or consume tangible per- 
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sonal property, even though title is re- 
tained by the vendor. I have not dis- 
cussed this subject in connection with 
the discussion of “sales” in (a) above, 
since | believe it is important enough 
to warrant separate treatment here. 

A license to use or consume tangible 
personal property arises where a ven- 
dor transfers possession of tangible per- 
sonal property to another for a consid- 
eration, the property to be returned 
after its use. The transfer of possession 
may be actual or constructive, but in 
any case there must be direction and 
control over the use of the tangible 
personal property in the licensee or 
the vendee. A rental of tangible per- 
sonal property, therefore, is a license to 
use tangible personal property. For 
example, the renting of an automobile 
to an individual by which the transferee 
obtains possession and operates the 
same constitutes a license to use tan- 
personal property within the 
meaning of the law. Rentals must be 
distinguished from services, however. 
Thus, an owner of a bus who furnishes 
it to another who uses it under a char- 
ter-hire contract, is renting tangible 
personal property, but the transferee 
is furnishing a transportation service 
when he hires it out for use under a 
charter-hire contract. In the latter sit- 
uation, essentially a transportation 
service is furnished since direction and 
control over the use of the vehicle is in 
the operator of the bus. 


gible 


Tangible personal property may be 
the subject of a license to use within 
the meaning of the law, even though it 
is accompanied by or with the rental of 
real estate. For example, the rental of 
a hotel including the furnishings there- 
in, for a consideration, constitutes a 
license to use tangible personal prop- 
erty to the extent of the tangible per- 
sonal property included in the rental. 
In such cases, where the rental is for 
i lymp sum, the receipt subject to the 
tax is that portion of the total rental 
which is fairly allocable to the person- 
altv, a determination of which in turn 
is dependent on the facts of each case. 
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A license to use or consume tangible 
personal property is often involved in 
connection with the sale of intangible 
rights, such as rights to reproduce a 
painting or a picture or other material. 
While it is true that the reproduction 
rights are intangible and do not con- 
stitute tangible personal property, 
nevertheless, if the agreement between 
the parties requires a transfer of pos- 
session of the tangible personal prop- 
erty, or grants a license to use or con- 
sume tangible personal property accom- 
panied by a transfer of possession, for 
a consideration, there is a sale within 
the meaning of the law, even though 
title to the tangible personal property 
is retained by the vendor and the prop- 
erty is returned to the vendor. 


GROSS RECEIPTS TAX 

In the main, barring considerations 
of interstate commerce, the most com- 
mon problem arising in ordinary busi- 
nesses is the question as to what con- 
stitutes a receipt that may be subjected 
to tax under the New York City Gross 
Receipts Tax Law. The law defines re- 
ceipts as: “The gross receipts received 
in, or by reason of any sale made or 
services rendered or commercial or 
business transaction had in the city, 
including cash, credits and property 
of any kind or nature, without any de- 
duction therefrom on account of the 
cost of the property sold, cost of ma- 
terials used, labor or service or other 
cost, interest or discount paid, or any 
other expense whatsoever, but shall not 
include receipt from the sales, services 
or transactions hereinafter in sched- 
ule A specified.” 

Very often the question of the nature 
of the receipt arises in connection with 
inter-company transactions, where it is 
claimed that certain transactions are 
entered into without profit but for 
accommodation or for reasons of econ- 
omy, etc. But, no matter what the 
reason for the transaction, if a sale is 
made or service rendered by one other- 
wise subject to the tax, the receipt 
therefrom, unless specifically exempt 
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from tax, is subject to the tax. Thus, 
where a subsidiary company furnishes 
at cost to its parent organization the 
materials necessary to manufacture a 
product, the charge at cost is the re- 
ceipt from a sale of tangible personal 
property to the parent corporation and 
is subject to the tax. Where the em- 
ployees of one corporation also render 
services for another corporation, which 
is charged with a proportionate part of 
the cost of operation of the first corpo- 
ration, the amount of such charge to the 
second corporation is a taxable receipt 
of the first corporation. Thus, Corpo- 
ration A, sharing the same facilities 
with corporation B, has its employees 
render accounting, legal, research and 
engineering services for both corpora- 
tion A and B. Corporation A charges 
B for a certain portion of corporation 
A’s expenses. The amount of such 
charge, though at cost, represents a 
receipt subject to the tax. 


Some of these transactions, in related 
organizations, may appear to be very 
complicated in their operations, par- 
ticularly in the manner in which the 
books and records of these transactions 
are recorded. The simplest guide to go 
by is, first, to examine whether or not 
any sales or services were made or fur- 
nished by one entity to another, and 
second, whether a charge is made there- 
for. The fact that the charge is made 
at cost, or that there are reciprocal 
charges between related companies with 
a net balance struck, is immaterial. A 
receipt is taxable if there be any sale 
made or service rendered, whether or 
not the receipt is in the form of cash, 
credit, or any other kind of property. 


Miscellaneous 

There are two or three matters that 
should be called to your attention, since 
they occur frequently, one of them be- 
ing the subject of a recent amendment 
to the business tax regulations. 

In connection with bulk sales of 
businesses, the Sales Tax law provides 
that whenever a sale in bulk of any part 
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or the whole of the stock of merchan- 
dise or of fixtures, or of merchandise 
and fixtures pertaining to the conduct 
of the business of the seller, otherwise 
than in the ordinary course of trade or 
in the regular prosecution of his busi- 
ness, the purchaser shall at least ten 
days before taking possession thereof or 
paying therefor, notify the Comptroller 
by registered mail of the proposed sale 
and of the price, terms and conditions 
thereof. This notice is required even 
though he complied with the provisions 
of section 44 of the State Personal 
Property Tax Law, which has other re- 
quirements. Where the purchaser fails 
to give such notice or makes payment 
of the purchase price to the seller after 
receiving notice from the Comptroller 
that the city has a possible claim for 
taxes due and owing from the vendor, 
the purchaser becomes personally liable 
to the city for any taxes that may be 
thereafter determined to be due from 
the seller, and such liability of the pur- 
chaser may be assessed, and collection 
thereof enforced, in the same manner 
as the liability for tax. It is, therefore. 
very important for representatives of 
taxpavers who are affected by this 
provision of the law, to comply there- 
with in the manner indicated. 

While on this subject, I would like 
to make the observation that though in 
some cases, earlier mentioned in this 
article, a transfer of tangible personal 
property may not be subject to a sales 
tax in that it is not a sale within the 
meaning of the law when made in con- 
nection with a change in legal form of 
business structure (transfers by part- 
nership to a corporation, or formation 
of a partnership by two individuals sep- 
arately engaged in business, and the 
like), nevertheless, the transfers are 
transfers in bulk within the meaning of 
the law requiring the giving of notice 
of such sale to the Comptroller, as 
above indicated. 

Another important provision of the 
local sales tax law is the imposition of 
personal liability on officers of a corpo- 
ration since July 1, 1938, for sales taxes 
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collected or required to be collected by 
such corporation. However, the liabil- 
ity imposed on officers is only for taxes 
that are collected or required to be col- 
lected by the corporation, but not for 
taxes due on purchases made by such 
corporation. In addition, the liability 
imposed against officers is only for the 
taxes due during the periods when they 
were Officers. 

An important recent amendment to 
the Business Tax regulations should 
be noted. It relates to transactions in- 
volving third parties. This amend- 
ment to Article 211 of the Business Tax 
Regulations applies to all returns re- 
quired to be filed on June 15, 1947, 
and thereafter. Essentially, the amend- 
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ment holds that the receipts of a New 
York City vendor, who causes deliv- 
ery to be made to his customer from a 
third party’s out-of-city source of sup- 
ply, are wholly taxable if delivery is 
made to the purchaser at a point within 
the city of New York, and are non- 
allocable and non-taxable if delivery 
is made to the purchaser located at a 
point outside the city of New York. 
Formerly, the regulation held the re- 
cepits wholly taxable where delivery 
was made to the purchaser at a point 
within the city or outside the city but 
within the state of New York, and al- 
locable if delivery was made to the 
purchaser at a point outside the state 
of New York. 


Buy U.S.Savings Bonds 
REGULARLY 


sk where you WORK 
Ask where you BANK 














Audit Problems of the Bureau of 
Excise Taxes 


(Effective Rate of Tax Collections; Lump-sum Deductions on 
Taxpayers’ Returns; and the Test-Check Method of Auditing 
Employed by the Bureau of Excise Taxes; all pertaining 
to the New York City Sales Tax.) 


By Lovuts Goopcotp, C.P.A. 


Effective Rate of Tax Collections 
A quick glance at the New York City 
Sales Tax Law (Section N41 of the 
\dministrative Code) reveals the im- 
position of a two per cent tax upon 
taxable sales. This rate properly may 
be called the base rate. However, a 
careful study of the law and the regula- 
tions promulgated thereunder reveals 
that, although the rate is two 
per cent, the application of this rate 
in accordance with the schedule of 
amounts promulgated by the Comptrol- 
ler, results in another rate which may 
be greater or less than the base rate. 
For the purpose of this talk, I shall 
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refer to such other rate as the effec- 
tive rate. To understand what gives 
rise to this effective rate and how it is 
applied, the following is presented : 

The City Sales Tax is a transac- 
tion tax and is based upon the receipts 
from each sale at retail, as defined in 
the law. It must be distinguished from 
the City’s Gross Receipts Tax, which 
is imposed at a given rate upon the 
taxpayer's gross receipts and not upon 
each transaction. The Sales Tax 1s 
imposed upon the purchaser who its 
required to pay the tax, and is not 
imposed upon the vendor. The tax 
paid by the purchaser to the vendor 
is paid to the latter as trustee for and 
on account of the City, and the vendor 
is liable for the collection thereof and 
for the tax (Matter of Merchants Re- 
frigerating Company v. Taylor, 275 
N. Y. 113; Matter of Kesbec, Inc. v. 
McGoldrick, 278 N. Y. 293; and 
McGoldrick vy. Berwind-IWWhite Coal 
Mining Company, 308 U.S. 33). 

Under the law, Section N41-3, the 
Comptroller is empowered by regula- 
tion to prescribe a method or a sched- 
ule of the amounts to be collected 
from purchasers in respect to any re- 
ceipt upon which a tax is imposed, so 
as (1) to eliminate collections of a frac- 
tion of a cent, and (2) so that the ag- 
gregate collections of taxes by a ven- 
dor shall, as far as is practicable, equal 
the base rate of one or two per cent, 
as the case may be, of the total receipts 
from the taxable sales and services of 
such vendor. The same section of the 
law also provides “that such schedule 
may provide that no tax need be col- 
lected from the purchaser upon receipts 
below a stated sum.” 
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The Comptroller, pursuant to this 
power, has prescribed such schedules 
in order to eliminate fractions of a 
cent, and the vendor was relieved of the 
requirement to charge and collect the 
tax on sales for less than stated sums; 
12¢ and less under the old law at 
the two per cent rate; 24¢ and less 
under the old law at the one per cent 
rate; and 16¢ and less under the pres- 
ent law at the two per cent rate. Each 
of such schedules also provides that 
it shall not be deemed to exempt any 
vendor from the payment of a tax to 
the Treasurer on receipt from sales 
below the stated amounts. Nothing 
contained therein forbids vendors from 
the collection of taxes upon such sales. 
\ccordingly, the vendor who chooses 
not to collect the tax on sales below 
the stated amounts must nevertheless 
pay the tax thereon at the base rate 
(Queens Vending Corporation v. The 
City of New York, 246 App. Div. 594 
[1st Dept.] ). 

The present schedule is the result 
of an exhaustive study made by the 
Bureau of Excise Taxes in coopera- 
tion with a number of representative 
trade organizations and taxpayers. In 
connection with this study, an examina- 
tion was made of sales transactions of 
restaurants, drug hardware 
stores, candy shops, package liquor 
stores, shoe stores, men’s furnishing 
stores, limited price variety stores and 
cigar stores. The examination covered 
14.772 separate sales transactions hav- 
ing a total sales value of $22,435.16. 
The tax on-each transaction was com- 
puted under 13 separate schedules. The 
effective rate under each schedule was 
obtained by dividing the total tax col- 
lectible on all transactions by the total 
sales value of such transactions. The 
effective rates varied from 2.13% on 
sales beginning with 13¢, to 1.988% 
on sales beginning with 25¢. 
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The schedule nearest to the base rate 
of 2% was the one imposing a tax of 
l¢ on amounts beginning with 20¢ and 
2¢ on amounts beginning with 50¢. 
It was realized that, if this schedule 
were promulgated, limited price variety 
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stores and other retailers making sales 
of less than 20¢ would be penalized. It 
was therefore decided to use a happy 
medium, and the present schedule im- 
posing a tax of 1¢ on amounts from 
17¢ to 66¢ and 2¢ on amounts from 
67¢ to 99¢ was decided upon. Under 
this schedule it is believed that both 
the purchaser and retailer will be ben- 
efited. The purchaser, because the 
minimum taxable purchase is 17¢ as 
compared with 13¢ under the old 2% 
tax; and the retailer, because he will 
collect a tax in excess of 2% on a 
greater number of transactions than he 
will collect a tax of less than 2%. 

To illustrate: A retailer will collect 
exactly 2% on sales of 50¢. On thirty- 
two amounts, that is to say, on sales 
from 1é¢ to 16¢ and from 51¢ to 
66¢, he will collect less than 2% ; and 
on sixty-six amounts, that is to say, 
on sales from 17¢ to 49¢ and from 67¢ 
to 99¢, he will collect more than 2%. 
In other words, when applied to busi- 
ness generally, a retailer will collect 
a tax in excess of 2% on more than 
twice the number of amounts than he 
will collect a tax of less than 2%. 

It is recognized, however, that, un- 
der the present schedule, some retailers 
will collect a tax which will be more, 
and others will collect a tax which will 
be less, than the tax collectible at the 
base rate. It is also recognized that 
some vendors, because of their method 
of doing business and the amounts of 
their individual sales transactions, will 
collect no tax whatsoever; for example, 
retailers of five-cent packages of gum 
sold exclusively through vending ma- 
chines. 

Nevertheless, it must be pointed out 
that the schedule applies to businesses 
in the City generally, and its effect 
upon a single isolated business cannot 
be regarded as reflective of its general 
effect as applied, nor be condemned 
for that reason. 

The schedule being part of the law, 
a vendor collecting a tax in accordance 
therewith must pay over to the Treas- 
urer the tax collectible or 2% of his 
taxable sales, whichever is greater. 
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To illustrate: The ‘‘X” corporation 
is a vendor doing business in the City 
f New York. Its total taxable sales 
including sales under 17¢ for the three 
months ended March 31, 1947 are 
$250,000. Of this amount, sales under 
17¢, upon which no tax is required to 
be collected, are $80,000. Sales over 
17¢, upon which a tax is required to 
be collected, are $179,000. The tax 
charged and collected by the “X” cor- 
poration on the latter amount is $3,570 


I 
or 2.1%. Although this rate is more 
than the base rate of 2% of the sales 


upon which the “X” corporation is re- 
quired to collect the tax, the “X” cor- 
poration nevertheless is required to pay 
wer to the Treasurer a tax of $5,000 

2% of $250,000). 

The “Y” corporation is a vendor 
doing business in the City of New 
York. Its total taxable sales, all of 
which are over 17¢, for the three 
months ended March 31, 1947 are 
$250,000. The tax charged and col- 
lected by the “Y” corporation on its 
total sales is $5,250, or 2.1%. Since 
the amount of tax charged and collected 
is greater than the tax computed on 
the total sales at the base rate of 2%, 
the “Y” corporation is required to pay 
over to the City $5,250. 

It is apparent from the foregoing 
that all taxable sales must be included 
in any computation of the effective 
rate; and that such effective rate may 
be the base rate: or such other rate 
computed by dividing the tax collectible 
on taxable sales above the stated mini- 
mum amounts by the total of all tax- 
able sales including sales below the 
stated minimum amounts. The tax pay- 
able is the tax computed by applving 
to all taxable sales the base rate or 
such other rate, whichever results in a 


greater tax. 


Lump-Sum Deductions 

It has come to the attention of the 
Bureau that many taxpavers in pre- 
paring their sales tax returns, have 
developed a practice which is contrary 
to law and the regulations of lumping 
in one amount all of their so-called 


non-taxable receipts. No breakdown 
is made of such non-taxable receipts 
to show what part thereof represents 
sales for resale, out-of-town sales, sales 
to semi-public institutions, or any other 
non-taxable receipt. The deduction in 
some cases is included under one of the 
allowable deductions shown on the back 
of the return and is deducted from gross 
receipts on the face of the return. In 
other cases, it is deducted from gross 
receipts only on the face of the return. 
In still other cases, the deduction is 
omitted entirely from the return; the 
net taxable sales only being reported. 

The amount of the lump = sum 
deducted is arrived at in either one of 
three ways: 

(1) by deducting from gross re- 
ceipts the amount of tax collected, 
capitalized at the base rate of 2% ; or 

(2) bv deducting from gross re- 
ceipts the amount included therein 
upon which the tax was charged and 
collected ; or 

(3) by estimating the amount of 
non-taxable receipts. 

In either case, the method used is 
not acceptable by the Bureau. 

Under the first method, where the 
tax is capitalized at the base rate, if 
on certain taxable sales the tax col- 
lected is in excess of the base rate and 
is capitalized at the base rate, the tax- 
able sales will be overstated and the 
non-taxab'e sales will be understated. 
If the tax thus collected is less than 
the base rate and is capitalized at the 
base rate, the taxable sales will be un- 
derstated and the non-taxable sales will 
be overstated. In either event, taxable 
sales of 17¢ and over upon which no 
tax was collected and taxable sales un- 
ler 17¢ will not have been reported. 

To illustrate: A’s gross receipts are 
$250,000, of which $170,000 are tax- 
able receipts and $80,000 are non-tax- 
able receipts. A collects an effective 
rate of 2.1% on the $170,000, or $3,570. 
If $3,570 is capitalized at the base rate 
of 2%, A’s taxable receipts will be 
$178,500, and his non-taxable receipts 
will be $71,500. 
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Assuming that A’s gross receipts 
of $250,000 are all taxable and include 
$80,000 of taxable receipts of 16¢ and 
less and $170,000 of taxable receipts 
of 17¢ and more, and A collects $3,570 
or 2.1% of $170,000, and capitalizes 
the tax collected at the base rate of 2%, 
A’s taxable receipts will be $178,500 
and his non-taxable receipts, $71,500. 
Since A’s receipts are all taxable, A 
owes a tax of $5,000, 2% of $250,000, 
instead of $3,570. 

Under the second method, where the 
vendor reports as non-taxable receipts 
the difference between his gross re- 
ceipts and the receipts upon which he 
collects a tax, the amounts of such tax- 
able and non-taxable receipts cannot be 
accepted as correct since the vendor 
may have included in the non-taxable 
receipts the receipts from taxable sales 
over 17¢ upon which he failed to charge 
a tax, and taxable sales of 16¢ and less, 
if any, all of which should have been 
included in his taxable receipts. 

The practice of taking a lump-sum 
deduction by estimating the amount 
thereof is so obviously erroneous that 
it needs no explanation here. Suffice 
it to say that, where a taxpayer fails 
to keep adequate books and records and 
estimates his taxable receipts, he fails 
to sustain the burden of proving his 
Jeductions as provided by law. In such 
case, all of his receipts may be regarded 
as taxable (see Section N41-4 of the 
Administrative Code). A taxing au- 
thority is not required to rely on verbal 
assertions of the taxpayer or his wit- 
nesses to determine the correctness of 
tax returns, the amount of taxes due, or 
what portion of gross receipts is ex- 
empt. State of Alabama v. Levy, Ala- 
bama Sup. Ct. 11/14/46. 

Where certain deductions are shown 
on the returns in a lump sum and it 
is later ascertained that the taxpayer 
failed to report all of his sales and the 
taxpayer counters by saying that these 
unreported sales represent additional 
deductions not included in the return, 
the City may hold properly that such 
deductions are already included in the 
deductions taken. 
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Under the law, all receipts are pre- 
sumed to be taxable and the burden 
of proving that such receipts are not 
taxable is on the vendor or purchaser 
who so alleges. The law specifically sets 
forth the receipts upon which a tax 
is not imposed. By Constitutional in- 
hibition, sales to the government are 
also non-taxable and, under the regula- 
tions, sales delivered to points outside 
the City of New York are non-taxable. 
A taxpayer claiming that certain of his 
receipts are non-taxable must prove 
conclusively that such receipts come 
within one of the exemptions men- 
tioned. 


Text-Check Method of Auditing 

An examination of the law discloses 
that the Comptroller is empowered to 
prescribe methods for determining the 
receipts from sales made or services 
rendered or for the allocation of such 
receipts into taxable and non-taxable 
receipts. He is also empowered to re- 
quire any vendor selling to persons 
within the City to keep detailed records 
of the nature and value of personal 
property sold for use within the City, 
and the names and addresses of the 
purchasers where such sales are not 
subject to the tax, and to furnish such 
information upon the request of the 
Comptroller. 

Under Section N41-7, when a return 
is not filed or if a return when filed 
is incorrect or insufficient, the amount 
of tax due may be determined by the 
Comptroller from such information as 
may be obtainable and, if necessary, 
the tax may be estimated on the basis 
of external indices. 

Nothing contained in the law pre- 
scribes a method or methods to be used 
by the Comptroller in verifying returns. 
Accordingly, any method of auditing 
approved by professional accountants 
will be sustained by the courts. The 
most accurate method is one where 
a complete detailed audit of every trans- 
action is made, but the use of such 
method is not desirable. It would re- 
tard the progress of audits and impose 
an undue burden on the City and the 
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taxpayer. The City would be required 
to add to its staff an unlimited number 
of auditors, thus greatly increasing its 
cost of administration. The taxpayer 
would be unduly penalized in that his 
records and personnel would be tied 
up for unreasonable periods of time. 

The alternative method is the test- 
check method of auditing, such as is 
employed by professional auditors in 
making audits. It is conceded that, 
under this method, some taxpayers pay 
a lesser additional tax and others pay 
a greater additional tax than under the 
method where a complete detailed audit 
would be employed. In the fina! an- 
alysis, the overpayments balance the 
underpayments; less time is spent in 
making audits; more audits are made; 
the taxpayer’s records and personnel 
are not tied up for unreasonable periods 
of time; and the City realizes more 
revenue. 

The legality of such method has 
been sustained by the courts in a num- 
ber of cases (see Matter of Gandolfi 


& Company, U.S.D.C., S.D.N.Y., 
12/6/40; Matter of Garfield Bag 
& Stationery Co., Inc., U.S.D.C., 


S.D.N.Y., 12/9/41; Thomas v. Henne- 
ford, Wash. Superior Ct., 10/3/38; 
DuPage Liquor Store, Inc., v. McKib- 
bin, 383 Ill. 276; and Obert-Rosky v. 
Evatt, 144 Ohio State 493). 
The test-check method used by the 
City is applied to the verification of 
gross receipts, non-taxable receipts, 
purchases made for use and not for 
resale upon which no tax was paid, 
and to the tax required to be paid over 
to the City. It involves the selection 
of a representative test period or pe- 
riods, during which all of the transac- 
tions of the taxpaver are checked in 
letail. In selecting such test period 
- periods, consideration is given to the 
ze of the business, the number of 
transactions during any audit period, 
the nature of the business, the changes 
in the method of doing business, the 
reputation of the taxpayer, the amount 
of deductions for each class of non-tax- 
able receipts as compared with gross 
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receipts, and such other factors as will 
enable the auditor to make an audit, 
the results of which will be representa- 
tive of the entire period under audit. 

Where a taxpayer maintains no rec- 
rds or where the records maintained 
are inadequate, the receipts as reflected 
by the returns are not accepted. In 
such case, the purchases for the test 
period are listed and marked up in ac- 
cordance with the the taxpayer's retail 
selling prices. The percentage of mark- 
up is then applied to all of the pur- 
chases made during the audit period 
and due allowance is made for the dif- 
ference in inventories at the beginning 
and end of the audit period. Another 
method employed is to average the 
sales over a prior period where ade- 
quate records were maintained and ap- 
ply such average amount to the period 
under audit. Where no purchase in- 
voices are available, or where there is 
no proper record of sales for prior 
years, the Bureau resorts to the use of 
external indices as provided for by 
Section N41-7 of the law. 

With respect to purchases made for 
use and not for resale, an examination 
is made of the invoices supporting all 
entries in fixed asset accounts, to ascer- 
tain whether or not the tax due thereon 
has been paid. All such invoices upon 
which the tax has not been paid are 
listed and the tax due thereon com- 
puted. With respect to expense pur- 
chases, a test period is selected and all 
expense purchases made during such 
test period are examined. Those pur- 
chases upon which no tax has been paid 
are listed and the total amount thereof 
ascertained. If such expense purchases 
for the audit period are analyzed on 
the books of original entry so that the 
total amount thereof may be ascertained 
readily, a percentage of error is com- 
puted by using as the numerator the 
amount of the expense purchases upon 
which no tax was paid and as the de- 
nominator the total expense purchases 
for the test period. This percentage is 
then applied to the total expense pur- 
chases for the audit period to arrive 
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Audit Problems of the Bureau of Excise Taxes 


at the amount upon which a deficiency 
in tax is assessed. Otherwise, a per- 
centage of error is obtained by using 
as the denominator the total sales for 
the test period. The resulting per- 
centage is then applied to the total 
sales for the audit period to ascertain 
the amount of taxable purchases upon 
which a tax deficiency is assessed. 

In connection with the amount of tax 
required to be paid, the Bureau com- 
putes the tax on every taxable sale 
during a test period. The tax thus 
computed is divided by the taxable 
sales for such test period. The result- 
ing percentage (either the base rate 
or effective rate, whichever is greater ) 
is then applied to all taxable sales for 
the audit period. If the amount of tax 
thus ascertained is greater than the 
tax actually collected and paid over to 
the City, the taxpayer is assessed for 
the difference. 

It must be pointed out at this time 
that, prior to the commencement of an 
audit, the taxpayer is advised by letter 
of the date thereof, the period to be 
covered thereby and the test periods 
which the Bureau has selected for a 
test check. The same letter “advises 
the taxpayer that, upon the commence- 
ment of the audit, he will be required 
to submit for examination all of his 
books and records; also a complete 
analysis of his non-taxable sales for the 
test period and the necessary proof in 
support thereot. 

If the date fixed in the letter is not 
convenient to the taxpayer, the latter 
is permitted to request another date. 
Such request is generally granted, 
provided, however, that the date re- 
quested is not later than thirty days af- 
ter the date fixed in the letter. 

If the analysis for the test period 
and the proof required in support 
thereof are not made available at the 
agreed date, the taxpayer is afforded 
additional time to submit the same. 
If, upon the expiration of such ad- 
litional time, the analyses and the proof 
are not submitted, the Comptroller re- 
serves the right to disallow all deduc- 
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tions claimed and assess a tax deficiency 
based thereon. 

If the analyses and proof are sub- 
mitted, the auditor will check the same 
in detail. In every instance, where a 
percentage of error is ascertained for 
any class of deduction, it is applied to 
the total amount of such class of deduc- 
tions claimed by the taxpayer for the 
audit period. A tax deficiency is then 
assessed on the resulting amounts. 

If the taxpayer claims that the pe- 
riod selected for the test check is not 
representative of the entire period un- 
der audit, the auditor, with the ap- 
proval of his superior, will select 
another test period for a second test 
check, provided, however, that the rea- 
sons set forth by the taxpayer justify 
such action. The application of the 
results of both test checks depend upon 
the facts in each case. 

Unless there has been a change in 
the nature of the business or the 
method of doing business during the 
period covered by the audit, the per- - 
centages of error for both test-check 
periods are averaged and applied as 
heretofore explained. If there has been 
such a change, the results of each test- 
check are applied to the respective 
periods covered thereby. 

In a recent case audited by the Bu- 
reau, the period covered was from Dec- 
ember 1, 1943 to December 31, 1946. 
The taxpayer established the fact that 
for the period from July 1 to December 
31, 1946, his regular bookkeeper was 
absent from her duties due to illness 
and that, during said period,- he em- 
ployed a temporary bookkeeper; that 
the schedule of non-taxable receipts for 
the period from October 1 to Decem- 
ber 31, 1946, which was the test period 
selected by the Bureau and which 
showed substantial percentages of er- 
rors for the respective classes of deduc- 
tions was prepared by the new book- 
keeper; that, if these percentages of 
errors were applied to the non-taxable 
receipts for the entire period covered 
by the audit, the result would work a 
hardship on the taxpayer. Accordingly, 
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a schedule of non-taxable receipts for 
the period from October 1 to December 
31, 1945, which was prepared by the 
regular bookkeeper, was selected for 
verification with different results. 

The percentages of errors established 
by the first test check were applied to 
the respective classes of deductions for 
the period from July 1 to December 
31, 1946. The percentage of errors 
established by the second test check 
were applied to the respective classes 
of deductions claimed for the period 
December 1, 1943 to June 30, 1946. 

In the Matter of Garfield Bag & 
Stationery, Inc., decided by the United 
States District Court on December 9, 
1941, the taxpayer lumped all of his 
deductions as resales. The City’s audi- 
tor selected the years 1939 and 1940 
for the test check and ascertained the 
allowable deductions to 22% to 75% 
for various periods included in the test 
period. He fixed 25% as a reasonable 
allowance for all other years not in the 
test period. The taxpayers had no rec- 
ords for such other vears, and therefore 
could not substantiate his deductions 
taken in those years. The referee pro- 
tested the application of the 25% al- 
lowance for such other years. The 
court, in overruling the referee, pointed 
out that the burden of proving a deduc- 
tion was proper is on the taxpayer and, 
in the absence of such proof, the ac- 


countant could have disallowed all de- 
ductions for the years not included in 
the test period. 

In an audit made of a taxpayer's 
records for the period from April 1, 
1936 to December 31, 1941, the tax- 
payer had no records for the period 
from April 1, 1936 to December 31, 
1938. It had records for the period 
from January 1, 1939 to December 31, 
1941. For the year 1939, sales were 
understated by $279,874.22 and for the 
year 1940, by $381,923.75. The receipts 
for 1938 and prior years were deter- 
mined by averaging the receipts for 
the years from 1939 to 1941. For all 
of the years covered by the audit, the 
taxpayer claimed substantial deduc- 
tions but could substantiate only 45% 
of such deductions for the test period. 
This percentage was applied to the 
years 1939 to 1941, inclusive. The tax- 
payer could not substantiate any deduc- 
tions for the year 1938 and the years 
prior thereto. Accordingly, such deduc- 
tions were disallowed. The Corpora- 
tion Counsel, in an opinion handed 
down on September 23, 1946, in which 
he sustained the City’s position, pointed 
out that the burden of showing a re- 
ceipt is not taxable, is on the taxpayer 
and, since the taxpayer failed to sustain 
this burden, no deduction should be al- 
lowed for the period from April 1, 
1936 to December 31, 1938. 
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Some New York City Excise Tax Questions 


Answered by SAMUEL WEISEL, C.P.A. 


Facts: 
A CORPORATION in the business of 
manufacturing furniture is located 
out of New York State. The office, 
factory and warehouse are also located 
out of New York State. The company 
has a sales representative in New York 
City who writes orders for customers 
located in New York City, New York 
State and out of New York State. The 
orders are sent to the home office for 
approval and fulfilment. All books and 
records are maintained at the out-of- 
state office and all billing to customers 
is done from there. The company also 
has a showroom in New York City for 
showing samples and a _ convenient 
headquarters for traveling salesmen. It 
pays rent, has a telephone and employs 
one clerk there. It maintains no ware- 
house and no inventory in New York 
City or New York State, other than 
the samples referred to, which are in 
the New York City showroom. 


Questions: 
(1) Is the company “doing business” 
in New York City so as to sub- 





SAMUEL WEISEL, C.P.A., is Tax 
Counsel in the Bureau of Excise 
Taxes, Office of the Comptroller of 
the City of New York. He was 
formerly engaged in the practice of 
law and accounting. Mr. Weisel 
holds the degrees of B.B.A., M.B.A., 
and LL.B. 

These questions were submitted 
in advance by members of the So- 
ciety and the replies thereto, based 
upon the current New York City 
Excise Tax Laws, Regulations and 
Rulings, were furnished by Mr. 
Weisel at the technical meeting con- 
ducted by our Committee on Munic- 
ipal and Local Taxation on April 
30, 1947, at the Engineering Audi- 
torium. 
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ject it to the New York City 
gross receipts tax? 


Answer: Yes. Article 106 of the 


General Business and Financial 
Tax Regulations provides in 
part: “If a person whose resi- 
dence or principal place of busi- 
ness is located outside the City 
of New York (including a for- 
eign corporation not licensed to 
do business within the State of 
New York) performs an act of 
business within the City of New 
York which is part of the or- 
dinary business of such person, 
and the performance of such act 
indicates the purpose of carry- 
ing on a part of the business of 
such person within the City, 
such person will be regarded 
as doing business within the 
Citv of New York so as to be 
subject to tax under the pro- 
visions of the General Business 
and Financial Tax Law.” 


If so, what sales are taxable? 
That is, would taxable sales in- 
clude any or all of the follow- 
ing: 


(a) Sales of samples from show- 
rooms in New York City. 


Answer: The receipts from the sales 


of samples from showrooms in 
New York City are includable 
in the full measure of the tax 
if delivery of the merchandise is 
made either in the City or State 
of New York. If delivery is made 
outside the State of New York, 
the receipts are taxable upon an 
allocated basis. If delivery is 
made in foreign commerce, the 
receipts are non-allocable and 
non-taxable, but should be 
shown in the return as a deduc- 
tion from gross receipts. 
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(b) Deliveries to customers in 
New York City from the 
out-of-state factory where 
the order was solicited by 
a New York City sales 
representative. 


Answer: The receipts from. sales 
where delivery is made from the 
vendor's out-of-state factory to 
customers in New York City, 
are includable in the measure 
of the tax upon an_ allocated 
basis, it being of no materiality 
how the order was _ solicited 
since the vendor is deemed to be 
doing business in the City. 

(c) Deliveries to customers in 
New York City from the 
out-of-state factory where 
the order was not solicited 
in New York City. 
Answered in (b). 


(3) Are there any cases in the courts 
or are there any cases on the 
way to the courts in which such 
sales were taxed by the City? 


Answer: There are no cases in the 
courts or on the way to the 
courts in which such sales were 
taxed by the City. 

* xx x 
Facts: 

On June 15, 1946, a corporation en- 
gaged in the business of stevedoring 
in New York City filed its New 
York City gross receipts tax return 
and paid the tax shown as due thereon 
under protest. It indicated on its re- 
turn and in a letter accompanying the 
payment that the tax was paid under 
protest. The statement, however, did 
not set forth in detail the grounds of 
the protest. Thereupon, the City de- 
posited the check and issued to the tax- 
paver a formal acknowledgment on a 
printed form containing a serial num- 
ber, that the tax was paid under pro- 
test. 

Qn March 10, 1947, the Supreme 
Court of the United States in the 


168 


Carter & Weekes Stevedoring Com- 
pany case held that the New York City 
gross receipts tax as applied to receipts 
from stevedoring in interstate and for- 
eign commerce was invalid. Subse- 
quently, and within one year from 
the date of payment of the tax, the cor- 
poration filed a claim for refund in 
which it set forth in detail the grounds 
for the overpayment. In April, 1947, 
the City acknowledged receipt of the 
claim but rejected it on the technica! 
ground that at the time payment of the 
tax was made, the grounds of the pro- 
test were not stated in detail as re- 
quired under Article 122 of the Reg- 
ulations. 


Question: 
Ts it intended by the denial of 
the claim made by the Con- 
troller under the above circuim- 
stances: 
That the City ts entitled un- 
der the manner of protest 
above described to confis- 
cate the funds of the tax- 
payer and by that act for- 
ever to deny to the taxpayer 
the order was not solicited 
in New York City. 


fa 
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Answer: The taxpayer has failed to 
comply with Section RR41-7.0 
of the Administrative Code 
which provides in part as fol- 
lows: “In the manner herein 
provided the treasurer upon the 
order of the comptroller shall 
refund any tax, interest or pen- 
alty erroneously, illegally or un- 
constitutionally collected by or 
paid to him, under protest in 
writing, stating in detail the 
ground or grounds of the pro- 
test, if application to the comp- 
troller therefor shall be made 
within one vear from the pay- 
ment thereof.” Under the cir- 
cumstances, a naked protest will 
not suffice. 


(b) If it ts not the intention of 


the City to require that the 


July 














to 
70 
de 


‘in 








- 








Some New York City Excise Tax Questions 


payment of the tax and the 
protest of the tax must be 
made exactly simultane- 
ously, then does the City 
acknowledge that the tax- 
paver ever has any oppor- 
tunity to protest the tax in 
a manner desired by the 


City? 


Answer: | am not sure that I under- 


stand this part of the question. 

It may be stated generally, how- 

ever, that, in order to be eligible 

for a refund, it is mandatory to 
submit a written protest in detail 
at the time the tax is paid. 

(c) If the City will deny a tax- 
payer the right of recovery 
of taxes illegally paid to it 
unless its prescribed form 
of protest is complied with 
and accompanies the pay- 
ment, what legal right has 
the City to confiscate those 
funds and deny the tax- 
paver the right ever to re- 
cover them. 


Answer: The City in order to func- 
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tion properly has found it nec- 
essary to impose these condi- 
tions with respect to claims for 
refund. Strict compliance with 
the statute enables the City to 
determine its contingent liabil- 
itv. To answer the question 
posed specifically, the city’s legal 
right to impose such conditions 
stems from Section RR417.0 of 
the Administrative Code. 

The Bureau has not been un- 
mindful of the severity of this 
provision, and has excepted 
therefrom pure mistakes of fact 
if the refund is claimed within 
one vear from the date the tax 
was paid. Certainly, it would be 
unreasonable to expect a tax to 
be paid under written and de- 
tailed protest where the over- 
payment occurred through 
arithmetical error. 


* * * 


Question: 


Are receipts in New York City 
from chartering of scows and 
other craft engaged in maritime 
service, subject to the New York 
City Sales Tax? 


Answer: Such receipts are subject 


to the Sales Tax where the rent- 
al of the scows and other craft 
comprehends use in the terri- 
torial limits of the City. 


* * * 


Question: 


With respect to the sale (not 
for resale) of an item of tangible 
personal property the manufac- 
ture of which is contracted for 
on a_cost-plus-a-fixed-fee or 
time and material basis and pay- 
ment for which is received 
periodically as labor and mate- 
rial costs are incurred or, alter- 
nately, in one sum upon comple- 
tion and delivery, does the lia- 
bility for sales tax under any 
combination of the foregoing 
circumstances accrue as against 
either the vendor or vendee prior 
to final payment and delivery 
of the article. Further, is the 
amount of sales tax under such 
financial terms based upon the 
sales price of the tangible per- 
sonal property only, to the ex- 
clusion of labor. and overhead, 
or upon the entire selling price, 
including in the instance of the 
cost-blus contract, the amount 
of the fixed fee? 


Answer: Section N41-2.0 of the Ad- 


ministrative Code provides for 
the imposition of the sales tax 
upon the amount of the receipts 
from every sale of tangible per- 
sonal property when sold at re- 
tail. 

“Receipt” is defined as “the 
amount of the sale price of any 
property * * * specified in Sec- 
tion N41-2.0 of this title, valued 
in money, whether received in 
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money or otherwise, including 
all receipts, cash, credits and 
property of any kind or nature 
(other than the credit allowed 
for property of the same kind 
accepted in part payment and 
intended for resale), and also 
any amount for which credit is 
allowed by the vendor to the 
purchaser, without any deduc- 
tion therefrom on account of the 
cost of the property sold, the 
cost of the materials used, labor, 
transportation or service cost, 
interest or discount paid, or any 
other expense whatsoever.” 

Sale or selling is defined as “any 
transfer of title or possession or 
both, exchange or barter, license 
to use, license to consume, con- 
ditional or otherwise, in any 
manner or by any means what- 
soever for a consideration * * *” 
3ased upon these definitions, 
liability for the tax attaches at 
the time title to and/or posses- 
sion of the property is trans- 
ferred to the vendee. The tax 
should be computed upon the 
total selling price which includes 
charges for labor, overhead and 
the amount of the fixed fee. 


*x * * 


Question: 


With respect to the repair, al- 
teration or reconditioning of 
tangible personal property and 
vendor's sales tax liability as 
consumer of personal property 
used in such connection, is there 
any objection, legal or other- 
wise, to the passing of such tax 
to the vendee as “sales tax’? 
If not, is the vendor obligated to 
account to the City for such col- 
lections particularly if they are 
based upon a marked up mate- 
rial cost rather than upon ven- 
dor’s own material cost in terms 
of which he paid his tax? 


Answer: Article 96 of the Sales Tax 


Regulations provides that where 


a contractor for a lump sum im- 
proves, alters or repairs tangi- 
ble personal property of others 
and uses materials and supplies 
in connection therewith, he be- 
comes the consumer of such 
materials and supplies. The tax, 
imposed upon him as a con- 
sumer, may not legally be passed 
on to his vendee as “‘sales tax”. 
Should he pass it on as “sales 
tax”’ in a like or greater amount, 
he would be required, pursuant 
to Section N41-6.0 of the Ad- 
ministrative Code, to turn over 
such illegal collections to the 
City. 


* * * 


Question: 


The present filing date for Sales 
Tax Returns is twenty days af- 
ter the end of each quarter and 
ts too short a time for account- 
ants having small clients within 
which to file these returns. If 
this time were extended to the 
end of the month following each 
quarter, to coincide with the 
filing of the Social Security and 
N. Y. State Unemployment In- 
surance Tax Returns, it would 
greatly facilitate the admuinistra- 
tive work of filing these returns. 
How do you suggest that this 
change could be put into effect? 


Answer: Both the Comptroller and 


the Treasurer are empowered 
under the Administrative Code 
to extend, for cause shown, the 
time of filing any return for 
a period not exceeding thirty 
days. 

* * * 


Question: 


With regard to the New York 
City General Business Tax Re- 
turns due June 15, 1947, the 
tax blanks are presently mailed 
to the clients approximately two 
weeks before they are due. Inas- 
much as this ts too short a time 
in which to file these returns, 
especially when the city prefers 


July 








ould 
‘tra- 
rns. 
this 


ect? 


and 
red 
( de 
the 
for 
irty 


ork 
Re- 

the 
iled 

WO 
1as- 
tme 
rns, 
Fers 


‘uly 








Some New York City 


the return filed on the client's 
copy, could anything be done 
about mailing the blanks to the 
clients at least thirty days be- 
fore they are due to allow ac- 
countants sufficient time in 
which to file the returns on the 
clients copies? Could anything 
be done about making the due 
dates of the New York City 
Business Tax Returns and the 
Vew York. City Occupancy Tax 
Returns coincide, preferably at 
the end of the month to facilitate 
the filing of these returns? 
Answer: The printing and mailing 
of the Business Tax Returns 
come within the province of the 
Treasurer. This Bureau is in 
sympathy with the problem 
posed, and will exercise its ef- 
forts to ameliorate the situation. 
. * * 
Facts: 
This question has reference to 
the sales of a department store 
located within the City of New 
York, with no branches or ship- 
ping points outside the city. 
All sales are of tangible per- 
sonal property sales at retail, 
with some departments selling 
merchandise subject to Federal 
-xcise taxes. The major por- 
tion of sales volume is_ take- 
away sales and sales of merchan- 
dise that are delivered within 
the city. There are sales to 
purchasers for delivery in Nas- 
sau and Suffolk Counties, etc., 
and there are sales to semi-pub- 
lic institutions; both classes ap- 
proximate about 5% of total 
5 merchandise 1s 
used from stock for store pur- 
poses. This merchandise is 
charged to the proper expense 
accounts plus sales tax, and the 
sales and sales tax accounts 
credited. 
Question: 
Tf the allowable deductions for 
outside point deliveries and sales 


sales. Some 


Excise Tax Questions 


to semi-public institutions were 
waived in order to economize 
upon the volume of clerical la- 
bor involved, would either of the 
wo following methods of report- 
ing sales tax liability be permit- 
ted? 
Example 1. 
Gross Sales including Federal 
Excise and City Sales Tax.. 1,220,000. 
Less—Federal Excise Tax 
(shown separately on each 





SHOE ci trees poe nea 200,000. 

Sales including Sales Tax equals 
12-0 Se errr ir: ,020,000. 
Sales Tax Liability ...:.. 20,000. 


Example 2. 
Gross Sales including Excise 


ands Sales: “Pag es cecevecs 1,220,000. 
Less—Federal Excise Tax 
(shown separately on each 

GO. gecc ce ood wae 200,000. 

Sales including Sales Tax... 1,020,000. 
Sales Tax Liability—2% of 
ST OU CU: “ac. avs cote bas 


20,400. 


If neither method is permitted 
what formula can be applied to 
economize on clerical labor 
volume ? 


Answer: Neither method is permis- 
sible and I am unable to suggest 
a formula that would be accept- 
able to the Bureau in lieu of the 
actual compilation of the tax 
charged or chargeable. 

Section N41-2.0 of the Admin- 
istrative Code provides for the 
imposition of the tax upon the 
amount of the receipts from 
every sale. The first method 
presupposes that the nominal 
rate of 2% was charged and 
collected on the receipts of each 
sale. The second method com- 
prehends the application of the 
nominal rate of 2% to the tax- 
able receipts which include the 
sales tax charged. While this 
results in an effective rate in ex- 
ces of 2%, there is no way of 
discerning its accuracy. 


OK * * 
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Question: 


#72 


A contract for the manufacture 
of fixtures provides that the cus- 


tomer ts to be billed separately 


for the material and labor. The 
charge for the material repre- 
sents 20% of the total charge. 
Is the sales tax to be computed 


upon the receipt from the sale 
of the material or is it to be com- 
puted upon the total charge for 
the material and labor? 


Answer: The tax should be com- 


puted upon the total charge for 
the material and labor. 


Buy U.S.Savings Bonds 
REGULARLY 


hh ye ae 


Ask where you WORK 
Ask where you BANK 
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Looking Backward 


By Lewts Gtiuick, C.P.A. 


B* the time this gets in print the 
hot summer days will be here. 
Some of us will take long vacations; 
some short ones. A few will get none. 
To these last we extend our sympathy. 
But to all, there will come days when 
it is absolutely necessary for a princi- 
pal to be in the office, and when he will 
have little (or nothing vital) to do. He 
may put the staff to work cleaning up 
files, blocking out work sheets for the 
next audits, or even let them go to the 


1 


ball game where he would like to go. 


He may sit with collar open, sleeves 
rolled up, reading and puffing on his 
dest pipe; simultaneously wishing he 
were with his partner at that fishing 
lodge in Maine or Wisconsin. 

And then again he mav take down 
some of the old volumes of professional 
and technical magazines and have him- 
self a glorious time—with possible tan- 
gible profit. But we warn you, not to 
look for the latter. It just won't be 
found. It must bob up like a fairy when 
least expected. 

You will find names of acquaintances 
and even erstwhile associates whom you 
have not seen, or heard of, for vears. 
You will see pictures of a well-thatched, 
young man holding the cup he won at 

i golf tournament 20 years ago; and th 
last time ge saw him at an Institute 
convention what hair he had left was 
white, and his stroke handicap was big- 
ger than his waist-line inches. You'll 
see articles on phases of income taxes 
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long since repealed; and skim over 
others pointing out bad spots that still 
exist. You'll find whole strings of dis- 
sertations on the Lawyer as Account- 
ant and vice versa, and think of the 
Bercu case. You may even find an in- 
dignant letter of your own which the 
editor printed; and pray that no one 
else will ‘see it, since you long since 
did a 180° turn on that topic. 


You'll find advertisements for of- 
fice appliances that were wonders at 
the time and are now obsolete. You'll 
tind advertising of Tax Services long 
since defunct and, also, of the peren- 
nial standbys. You'll wonder what- 
ever became of the two-way ruling 
board you bought in 1929; might come 
in handy now if you had it. You’ll mull 
over old C.P.A. problems, noting how 
different the post-S.E.C. solution would 
be compared to the one published ; and 
give yourself a pat on the back that you 
don't have to take the examinations 
now. Oh, vou'll have such a good time 
that vour pipe will grow cold, and you 
won't notice how late it’s gotten until 
“BANG!” You come up with a start. 
look at this! An article by a lawver 
who is now an important judge. Right 

-fours with a brief you expect to 
help prepare if that danged lawyer 
Blank ever gets back from the White 
Mountains. Man, oh Man! Here’s a 
solid gold nugget as big as vour fist. 
You MUST note it. 

You press the buzzer for Miss 
Brown. When your usually punctual 
secretary does not respond you bust 
out into the staff room. No one there! 
You glance at the clock. Holy smoke! 
Past five. 


on all 





So you just catch the five-twenty and 
tell vour wife you were working hard 
at the office, not daring to mention how 
much you enjoyed yourself. 
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Conducted by BENJAMIN Harrow, C.P.A. 


Amortization of War Facilities 

In arriving at entire net income a 
deduction is permitted for amortization 
of emergency facilities. Under Federal 
law a taxpayer may accelerate such 
amortization for the period ending with 
the termination of hostilities as pro- 
claimed by President Truman, that is 
December 31, 1946. Asa result of such 
election to accelerate amortization of 
war facilities entire net income for prior 
years is reduced and the franchise tax 
for prior years is likewise reduced. A 
refund of franchise taxes resulting from 
a change in federal net income is nor- 
mally made without changing the allo- 
cation percentage. By Ch. 901 of the 
Laws of 1947, the allocation of income 
or capital may likewise be changed if 
the change in federal net income results 
from an election made by the taxpayer 
to terminate the amortization period 
with respect to an emergency facility. 

To claim the refund based upon ac- 
celerated vag ation the taxpayer 
need not file a formal claim for revision 
(Form 7( T ). The corporation may 
make its claim by letter submitting a 
copy of all the federal papers together 
with the cer 
The federal change should be reported 
within 30 days after final determination 
by the federal authorities or on the next 
report filed under Article 9A. 


tincate ot Overassessment. 


Withholding of Tax at Source 
Salaries, wages and other fixed « 
determinable annual or periodical com- 
pensation of nonresident taxpayers are 
subject to withholding of the tax under 
the Personal Income Tax law (Sec. 
366-1). The withholding provisions 
were amended by Chapter 596, Laws of 
1947, giving non-residents the benefits 
of the standard deduction. The amount 
subject to withholding is now the com- 
pensation paid less ten percent thereof 
or $500. whichever is less and the de- 
duction is allowed in the full amount 
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even though it is not related to New 
York business or property. From this 
amount the personal exemption as 
shown by the certificate filed with the 
employer is deducted (Form 102) 

A new form 102 is being prepared 
for distribution to withholding ageuts 
but in the meantime employers may 
give effect to the deduction in deter- 
mining the amount of tax to be with- 
held on compensation paid to non- 
residents. 

At the present time there is no au- 
thorization for any reduction of | 
sonal income tax rates for 1947 so t 
the amount to be withheld must be on 
the basis of the full rates as stated in 
the law. 

The law does not prescribe any spe- 
cial method of nomi It merely 
makes the employer responsible for 
withholding the tax. The employer 
may apply the standard deduction on a 
pron ata basis to each payment made to 
the employee or he may defer any with- 
holding until the full ded 
been applied to the employee’ Ss com- 
pensation. Sec. 366(3) requires every 
withholding agent to make a return of 
information on tax withheld and 
— tax to the Tax Commission by 
February 15th. While this would per- 
mit he employer to withhold the tax 
at the end of the year, the employer 
runs the risk of being compelled to pay 
the tax out of his own pocket if for any 
reason the employment is terminated 
before the end of the vear and the em- 
ployer is unable to collect the tax from 
the employee. 

In an actual case recently before the 
Commission, a New Jersey resident 
had been employed in New York. The 
employer had neglected to withhold the 
tax for several years. The employee 
died. The Commission then discovered 
that the employee had not filed a tax 
return for the years in question nor 
paid any tax. The Commission pro- 
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ceeded to collect the tax from the em- 
plover with penalties and_ interest 
added. The employer is now seeking 
reimbursement from the executor of the 
employee's estate. 


Regular and Permanent Place 
of Business 


Gerhard J. Mayer, C.P.A., sends us 
the following comments on a suggestion 
we offered in a recent issue of the State 
Tax Clinic: 

“In the March 1947 issue of your 
column (p. 182) the suggestion was 
made to permit allocation, for fran- 
chise tax purposes, of receipts from 
shipments made from a ‘regular’, as 
distinguished from a ‘permanent or 
continuous’, place of business outside 
the State. That state statutes in es- 
tablishing formulae for allocation of 
tax bases, are practically autonomous 

and almost unfettered by constitu- 
ional reins is by now only too well 
known. Nobody seems to doubt 
that the allocation provisions of the 
present statute are fully as valid as 
those of the prior law which have 
received repeated judicial blessings. 
And administrative practice must, of 
course, move within the confines of 
the statute. The grant of eligibility 
for an allocation on the basis of a 
place of business regularly used by 
taxpayer outside the State is but con- 
sistent with the claim that foreign 
corporations maintaining within the 
State a stock of goods from which 
they ship to customers are thereby 
rendered taxable in this State (Art. 
141 of the Regulations ). 

“But once this significance of a 
‘regular’ place of business is given 
effect to, it has spent itself and the 
Statutory distinction between ‘regu- 
lar’ and ‘permanent and continuous’ 
place of business calls for recognition. 
Language requiring for allocation of 
receipts a place of -business perma- 
nently and continuously ‘maintained’ 
by taxpayer does not leave room for 
much administrative discretion. The 
distinction is expressed in the statute 
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with too much emphasis to be in- 
fringed upon. And far from being 
capricious, it is steeped in long rec- 
ognized notions of business situs and 
employment of intangibles. Either 
term requires continuity and pres- 
ence of taxpayer’s local operations. 
Neither is satisfied by mere presence 
of tangible personal property. 

“It could hardly be contended, 
either, that the effects of this distinc- 
tion work substantial unfairness. On 
the contrary, in the typical situations 
the provisions of sec. 210.3(a)(2) 
(B) are found and reach equitable 
resylts. Under exceptional circum- 
stances they may fall short of that 
end. But that failure is inherent in 
any approximation and such a possi- 
bility is amply provided for by sec. 
210.8 of the Tax Law. 

“Tf there be any unfairness, incon- 
sistency, or danger of duplication in- 
herent in the New York allocation 
formula for receipts, it must be found 
rather in subdivision (A) and (B) of 
sec. 210.3(2). Under subdivision (A) 
receipts are allocated to New York if 
the property is located (at the critical 
time) anywhere in New York, 
though not at a permanent place of 
business maintained by taxpayer 
within the State. Suppose Corpora- 
tion A maintains an office in the 
Borough of Manhattan, City of New 
York and also a stock of goods at a 
public warehouse in Yonkers, New 
York, or even in one of the other 
boroughs of the City of New York. 
From such warehouse orders, re- 
ceived and accepted outside the State, 
are shipped into neighboring states. 
All receipts from such shipments are 
allocable to New York. But under 
subsection (B) receipts from orders 
accepted or received in New York 
may not be segregated unless the 
property is located (at the critical 
time) at a permanent place of busi- 
ness maintained by taxpayer outside 
the State. To illustrate the difference 
let us vary the foregoing example 
and assume that Corporation B 
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maintains an office in San Francisco, 
Calif. and also a stock of ge at a 
public warehouse in Oakland, Calif. 
From such warehouse orders, re- 
eived and accepted in New York, 
are shipped. Receipts from such ship- 
ments are equally allocable to New 
York. 

“In other words, if New York is 
the shipping state, receipts are allo- 
cated here on that account, even 
though the goods are not shipped 
from a permanent place of business 
maintained by taxpayer in New York 
and the orders be neither received 
nor accepted in New York (the ship- 
ing ). But if New York is not 
the shipping state, receipts are still 
allocated herein, this time on account 
of receipt or acceptance of the order, 
unless they are shipped from a per- 
manent place of business maintained 
by taxpaver outside the State. The 
discrimination in favor of New York, 
by allocating on basis of either ship- 
ment or order, is perhaps unavoid- 
able unless the State were willing to 
forego its pound with respect to 
a great many transactions which 
should rightfulls be taxed here. To 
that extent there is little justification 
for complaint. But the discrimination 
is aggravated by a rather literal inter- 
pretation which the State Tax Com- 
Mussion apparently accords the words 
located at’ in sec. 210.3(2)(B). 

“Admittedly a receipt from an or- 
der received or accepted here should 
not be allowed to be allocated to an- 
ther state on basis of shipment from 
there unless it originates in conjunc- 
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ther state. But if it so origi- 
t tax should relinquished 
to such other state and not be sub- 
jected to double inclusion in the tax 
base, once in New York on basis of 
receipt or acceptance of order, and 
again in the state of shipment on 
basis of taxpayer's taxable activity 
there, even though the goods were 
there not on taxpaver’s premises, but 
next door to them. It may well be too 
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much to expect uniform allocation. 
Sut it ought to be the goal. And it is 
believed that the statute lends itself 
in this particular situation to a con- 
struction less liable to double taxa- 
tion of interstate or multistate activ- 
itv. The word ‘at’ in the section re- 
ferred to above is, on authority of 
standard dictionaries, susceptible of 
physical as well as of relational con- 
struction and might well be given the 
latter meaning in meritorious circum- 
stances The requirement of location 
‘at’ a permanent or continuous place 
of business maintained by taxpayer 
without the State should be consid- 
ered as satisfied if the property is lo- 
cated (at the critical time) anywhere 
in a State in which taxpayer main- 
tains such place of business and i 
there as an integral part of taxpay- 
er’s selling activities at such place of 
business. It is believed that this sug- 
gested liberalization of the rule is 
well within the statute, that it is not 
susceptible of abuse, that it is amply 
supported by considerations of fair- 
ness and equity, and that it forms a 
substantial step towards the desir- 
able end of eliminating unjustifiable 
double inclusion in tax base. Na- 
tional integration of our business life 
is advancing at a steady pace. This 
process necessarily engende rs a wide- 
ening field of confi ting alloc: ation. 
The effects of such conflicts, once 
negligible, are distinctly assuming 
substantial proportions. They, as well 
as certain other developments of the 
last five or ten vears, threaten from 
many angles to raise the cost of doing 





interstate business above that. of 
intrastate commerce. Under this 
broader aspect, too, every rule which 
would eliminate double inclusion of 
the same transaction would seem to 
have much to commend itself.” 


Change of Classification Under 


Article 9 
A corporation had been properly 


taxed as a real estate corporation for 
several years. It disposed of its real 
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estate, distributed all of its assets and 
was left only with its corporated char- 
ter. It wanted to keep the corporation 
alive and so did not formally dissolve. 
Does the corporation lose its classifica- 
tion under Article 9 and is it now tax- 
able as a business corporation under 
Article 9A? 

Section 182 enumerates the activities 
of a corporation that will give it a 
classification as a real estate corpora- 
tion. A corporation is subject to a 
franchise tax as soon as it obtains the 
right to be a corporation, which is 
when the Secretary of State accepts the 
certificate of incorporation and files it. 
Until it actually exercises its franchise 

will be subject to the minimum tax 
at least, but will it be the minimum 
\rticle 9A which is $25. or under 
rticle 9 which is $10. The Commis- 
sion reasons that since the activities 
of a corporation determine its classifi- 
cation, inactivity puts it into a 9A 
Section 182 provides 
that the tax is for the privilege of ex- 
ercising its franchise or of holding 
property but the section goes on to say 
that taxation under this section ap- 
plies to every domestic corporation 
wholly engaged in the purchase and 
sale of and holding title to real estate 
for itself, etc. Under a strict interpreta- 
tion it may well be that inactivity 
makes the real estate corporation a 
business corporation subject to the 
minimum tax under Article 9A. 





classification. 


Base Period and Privilege Period 

Under Article 9 

The franchise tax on real estate cor- 
porations is paid for the vear beginning 
January Ist (sec. 182(1)). The tax 
is paid in advance on March Ist fol- 
lowing the beginning of the privilege 
year. The basis of the tax is the full 
value of the gross assets employed 
within the state during the year pre- 
ceding the privilege year and the assets 
are valued as of the last day of the 
preceding year. 

Under the old Article 9A the base 
period and privilege period followed 
a similar pattern. The franchise tax 
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return was filed on May 15 in advance 
of the privilege vear beginning the fol- 
lowing November Ist while the tax was 
based generally upon the calendar year 
ending December 31 preceding the 
privilege year, a period of ten months. 
If the corporation dissolved during this 
period it was not subject to a franchise 
tax for the succeeding privilege vear. 
Income for the base year as well as for 
the following ten month period thus 
escaped taxation. Under new Article 
9A now in effect the base period and 
privilege period are the same and no 
income can escape taxation through dis- 
solution. A business corporation now 
files its return and pays a tax for the 
privilege of having exercised its fran- 
chise. That is why upon dissolution 
a final franchise tax is due for the final 
fiscal period ending with the date of 
dissolution. This pattern was not made 
applicable to corporations taxed as 
real estate companies. Consequently if 
a real estate company dissolves during 
the privilege year it is not required to 
file a final return or pay any further 
franchise tax. It obviously will not be 
exercising any franchise on the follow- 
ing January Ist. 


Deduction for Franchise Tax for 
1945 Under Internal Revenue 
Code 
For 1945 the franchise tax was re- 

duced from 6% to 414% by the legisla- 

ture (Chap. 110, Laws of 1946). The 
law was passed on March 12, 1946, by 
which time most corporations on the 
accrual basis had already set up the lia- 
bility for the franchise tax at the six 
percent rate. The change in tax rate 
was effective for years ending after 

June 30, 1945, so that except for cal- 

endar year corporations tax returns for 

corporations with fiscal years ending 

July to November 30, inclusive, were 

already due and in most cases already 

filed. 

In a ruling issued by the Treasury De- 
partment (1.T.3813C.B. 1946-2, 40) 
it was held that corporations affected 
by the change in law would be required 
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to accrue the tax deduction at the lower 
rate, submit amended returns and pay 
the additional tax. The Treasury De- 
partment has now reconsidered this 
ruling and issued a new one (I.T. 3849) 
holding that the accrual of the franchise 
tax deduction at the six percent rate 
was proper and will be allowed. This 
holding is based upon the fact that the 
change in rate occurred after the close 
of the corporation’s taxable year and 
that there was not ample time allowed 
to the taxpayer to readjust its accounts 
prior to the due date of the return. 
The latter point follows a — 
Court decision (Faweus Machine Co. 
v.. Ul. 3. de US, 375). 

Of course the excess accrual of one 
and one half percent represents income 
in the succeeding fiscal or calendar year 
of the corporation. This is a favorable 
ruling for taxpayers, which will result 
in a tax saving since the excess profits 
ax was in effect in 1945. The addi- 
tional income to be reported in 1946 
will be subject to a considerably lower 
rate of tax. 


+ = 


Some Questions Asked at a Recent 
Meeting on State Taxes 


O. What deductions, other than con- 
tributions to New York charitable 
organizations may a salaried non-resi- 
dent take on his return? 


A. The deductions allowed are only 
those connected with the income arising 
from sources within the state. This may 
not give the non-resident salaried em- 
plovee much latitude in the matter of 
deductions except that he may now take 
a standard deduction of ten percent of 
his salary or $500. whichever is less. 


QO. A new partnership started busi- 
ness on February 1, 1945, and estab- 
lished a fiscal vear by closing its hooks 
on June 30,1945, Should the unincorpo- 
rated business tax for the period ending 
lune 30, 1945, be at the rate of 3% 
or 4%? 


A. Chapter 110, Laws of 1946, re- 
duced the tax from 4% to 3% on in- 
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come for the calendar years 1945 and 
1946 or for fiscal years ending in 1946 
and 1947. For the fiscal year ending in 
1945 the rate is therefore 4% 


Please discuss the seven month 
rule in determining whether an indi- 
vidual is a resident of the state. 


Jurisdiction to tax persons in this 
state is based primarily upon domicile 
and this is the sense in which the term 
resident is used in the law. The law 
however (Sec. 350-(7)) includes as a 
taxable resident ‘any person who main- 
tains a permanent place of abode within 
the state and spends in the aggregate 
more than seven months of the taxable 
year within the state, whether or not 
domiciled in the state during any por- 
tion of said period, and such a person 
shall be taxed the same as though he 
had been domiciled in the state during 
the entire taxable year.’ It has been 
held that there is no infringement of 
constitutional rights in taxing a person 
having a technical domicile elsewhere 
under this definition of resident. ( Peo- 
ple ex rel John D. Ryan v. State Tax 
Commission, 233 App. Div. 884, appeal 
dismissed, 202 N. Y. 1). The purpose 
of the provision was of course to pre- 
vent avoidance of the tax by establish- 
ing a technical domicile in another state 
and nevertheless making New York a 
home in a realistic sense. 


If a child under eighteen earns 
money ona part time job or on a sum- 
mer job must this income be picked up 
by the father in his return or ts tt 
exempt? 

A. Such income is not exempt and 
generally it is income taxable to the 
parent. Art. 525 of the regulations cov- 
ers income of minor. In the first place 
it would be applicable to an individual 
under twenty-one vears of age. There 
is a presumption that a parent has the 
legal right to the earnings from per- 
sonal services of a minor and hence the 
father would normally be taxable on 
such earnings. But if the minor has 
been emancipated the earnings are his 
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wn income and the minor must file 
his own return or have one filed for 
him. The New York rule differs from 
the Federal rule which now does not 
tax the father on the income of a minor 
under any circumstances. 


h 





Q. Does gross income for unincorpo- 
business tax purposes mean all 
rable receipts or gross profit 
in determining if a firm with gross in- 
me of $10,000 or over imust file an 
unincorporated business tax return 
even though no tax is due. 





A. Section 386h requires the filing 

a return for every unincorporated 
business having a gross income of more 
than $10,000 regardless of whether or 
not it has a net income. There is an 
official compilation of questions and 
answers prepated by the Commission 
m this tax. These are in the nature of 
regulations. Questions 8+ and 85 are 
directed to the requirement of filing of 
areturn and the answers reiterate sec- 

1 386h of the law as stated above. 
The answer adds that the Tax Com- 
mission may require the filing of a re- 
turn even though the gross income is 
less than $10,000 or there is no net 
income. 

As to the meaning of gross income, 
no question and answer covers this but 
the income tax regulations do. Article 
27 defines gross income as total sales 
less the cost of goods sold and that 1s 
undoubtedly the meaning under the un- 
incorporated business tax law. It is 
practically gross profit as the account- 
ant understands that term. It clearly 
is not intended to mean gross receipts. 


nor 


O. Under the unincorporated busi- 
ness tax law can a New York partner- 
ship allocate its income because a por- 
tlon of its sales originates with out of 
state independent sales agents who are 
paid on a commission basis only? Ship- 
ments of goods originate in New York. 


A. Like the franchise tax on busi- 
ness corporations the unincorporated 
business tax proposes to tax New York 
business activities. To this end it per- 
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mits an allocation of income (Sec. 
286g) to determine the portion repre- 
senting business carried on within the 
state. Under the franchise tax law the 
corporation must have a regular place 
of business to allocate its tangible assets 
and a permanent place of business in 
order to allocate its receipts. Under 
the unincorporated business tax the 
law provides for apportionment if the 
business is carried on both within and 
without the state. The state tax com- 
mission in a ruling issued August 27, 
1936, permits an allocation only if the 
business maintains places of business 
within and without the state. The in- 
tention of the Commission is to use the 
same standard for the unincorporated 
business tax that it does for the fran- 
chise tax and so it requires a perma- 
nent place of business outside the state. 
This issue came before the Court of 
Appeals in the A/atter of Thompson v. 
Mealey, 290 N. Y. 230. In that case 
the taxpayer showed that an office was 
maintained by one of his representa- 
tives in Pennsylvania and by another 
representative in Connecticut. Bills 
were made out for jobs done outside 
of New York State at these offices, 
checks were received at these offices in 
payment of contracts and payments 
were made from these offices. The char- 
acter of the business did not require 
any extensive or elaborate office set-up. 
As a matter of fact, the office in New 
York State was only a room in the tax- 
payer's residence and the offices in 
Pennsylvania and Connecticut also con- 
sisted of a room in the residences of 
the taxpayer’s representatives who re- 
sided in that location. 

The commission has accepted this 
decision reluctantly and limits it to its 
own special facts. 

The provision in the law with respect 
to allocation is broad and equitable. It 
provides for an apportionment on a 
fair and equitable basis in accordance 
with approved methods of accounting. 
As a matter of fact in the Thompson 
case the taxpayer made an allocation 
on the basis of his books of account and 
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not in accordance with the three factors 3. The ratio of gross sales within the 
; wm. . State t al sales 

mentioned in the law. This allocation State to total sales. 

also was questioned by the Commis- 

sioner, but the Court approved it as 

being in accordance with the law. 

Sec. 386-g .10 “If the books of the un- ; 
incorporated business are so kept as regu- It might be noted that when the 
larly to disclose the proportion of the busi- — Franchise tax law was changed in 1944 
ness income which is earned within the these factors were virtually incorpo- 
state, the return under this article shall meer a “ne ah Rake Bae 
disclose both the total income and the Teted im ne ze Pee ee ee es 
part apportioned to the state and the basis losses from the sale of real property as 
upon which such apportionment is made. well as rent income are excluded in 

asa Bie wo aaurad tne thn faa oc. ; 2 - P 
If such basis j approved by the tax com- — aljocating income of an unincorporated 
mission the return shall be accepted. foes : : 

business. If the property 1s located in 
If the method used by the taxpayer New York such income is taxable 
is not acceptable the law requires the full as being from sources within the 
allocation to be made on the basis of State. Otherwise it 1s eliminated in 
three factors: full. 


average of the three percentages deter- 
mined as above. 


1. The ratio of the average value of It is the editor's opinion that sales 
real and tangible personal property within made bv independent sales agents out- 
the State to all real and tangible personal . ae a : 
naan side the state would not entitle the New 

sated ee ; ; Jo een REE areas Battie 

2. The ratio of wages and salaries paid York partnership to an allocation of it 
within the State to total wages and salaries. Income. 


Tax Thoughts 


“\ taxpayer is a guy who works very hard and saves his money. A politician is another 
guy who, were it not for the first, would have to do the same.”—Anon. 


“In constitutional states liberty is compensation for the heavy taxation; in despotic 
states the equivalent of liberty is light taxes.’-—C. L. de Montesquieu. 
‘Americans traditionally regard taxes as a burden and a waste if not an outrage 


They will have have to... begin to think about taxes the way they have been taught to tl 
about insurance. You pay now in order to avoid calamity later.”—Stuart Chase. 
cd 





“When there is an income tax, the just man will pay more and the unjust less on th 
same amount of income.’’—Plato. 


“The thing generally raised on city land is taxes.”—Charles Dudley Warner. 


‘To tax and to please, no more than to love and be wise, is not given to men.” 


—Edmund Burke 


“The taxpayer is, of all human beings, the most incurably selfish. If he hears that a new 
tax has been imposed, the only thing in which he is interested is its effect on himself. 


—Robert Lynd 


“The subjects of every state ought to contribute toward the support of the Government 
as nearly as possible, in proportion to their respecitve abilities; that is, in proportion to the 
revenue which they respectively enjoy under the protection of the state.”-—Adam Smith. 

From “Of Taxes and the Payer” 

by Frances RopMan 

in The New York Times, Magazine Section 
February 2, 1947 
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OFFICIAL DECISIONS and RELEASES 








\t a joint meeting of the Massachusetts 
ciety of Certified Public Accountants, Inc., 
and the New England Chapter of the Robert 
\ssociates, held in Boston on Novem- 
er 25, 1946, some very interesting accounting 
juestions were discussed. Mr. Roy W. Law- 
Webster and Atlas National Bank, 


ind Mr. Lincoln E. Barber. of the Rhode 
] 











Island Hospital National Bank acted as 
spokesmen for the Associates, while Mr. 
Edward J. McDevitt and Mr. Homer N. 


Sweet represented the accountants. The ques- 
tions and comments were reported at length 
nthe April, 1947, issue of the Massachusetts 
Society's News Bulletin, from which the 
following selected items are reprinted by 
permission : 


Comments by Mr. Barber 

Question: “To what extent and under 
what circumstances, should the accountant 
disclose in the financial statements the effect 
of changes after balance sheet date and before 
the completion of his audit?” 

CoMMENT: Since it is anywhere from one 
to three or four months after statement date 
before the audit leaves the hands of the ac- 
countant, it would seem to me that it is not 
too difficult for the accountant to report such 
things as the amount of receivables collected 
since statement date as well as other impor- 
tant changes, such as price reductions in con- 
nection with inventory or finished goods. If 
on statement day the inventory was top- 
heavy, it might be possible to give the reason, 
and if inventory has been liquidated, it should 
be so reported. Suppose some commodities 
were up for arbitration or some litigation had 
been in process during the year, it might be 
well to mention the settlement of these as a 
matter of record. Adjustments of foreign 
contracts, changes of selling policies, ete. 
should be mentioned. 

* * * 
Comments by Mr. Lawson 

Qvestion: “To what extent and under 
at circumstances should disclosure be made 
in financial statements of commitments. This 
might include such questions as differences 
between normal and abnormal commitments 
tr those which have a favorable or unfavor- 





able indicated effect at the balance sheet 
date.” 
CoMMENT: On the subject of the account- 


ant’s treatment of commitments, it may well 
be that this viewpoint is superficial but to 
me it appears that his responsibility can be 
outlined in a rather simple manner. The bank 
credit man is interested in a borrower’s com- 
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mitments if they are of a nature which do or 
may affect his financial position. Every com- 
pany has commitments of some nature out- 
standing at any given date. He has placed 
orders for goods and naturally has made con- 
tracts incident to the regular operation of his 
business. 

Thus, it is our opinion that the accountant 
need comment upon commitments or on the 
client's forward position only if: 


1. The commitments are of abnormal 
amount. 
2. The forward position extends for a 


relatively long period into the future. 

3. The commitments outstanding represent 
a financial loss to the client at the state 
ment date. 

Whether or not commitments are of ab- 
normal amount is a question which can be de- 
termined by the accountant readily enough- 
by means of discussion with his client, refer- 
ence to data of previous years and the use of 
his own good judgment. 

When the forward position extends into 
the future for a considerable period of time, 
there is always present the danger of a price 
drop before the obligation arising thereunder 
can be discharged. I refer particularly to 
contracts for goods which may be imported 
such as leather, hides, wool, or specialties 
like South American wax, spices, etc. It is 
not unusual for the client and borrower to be 
forced to set up a letter of credit which will 
not expire for six months or more. In the 
present circumstances with high prices pre- 

vailing, this situation calls for careful con- 
sideration and certainly a knowledge of the 
existence of such a commitment on the part 
of the banker is essential. Incidentally, a 
letter of credit outstanding is, in our opinion, 
a commitment not a contingent liability and 
should be reported as such. 

* * x 
Comments by Mr. Sweet 

(Mr. Sweet, after reviewing the develop- 
ment of the short form of auditor’s certificate 
that is in general use today, discussed some 
of the special problems that arise in the 
adaptation of the certificate to particular 
situations. ) 

At times the auditor will have to write a 
qualification into his certificate. Occasionally 
he finds it impossible to substantiate with 
any degree of assurance an element of the 
financial statement and if this item is material, 
he will write a suitable reservation in his cer- 
tificate. Or the auditor may take exception 
to the manner in which a particular transac- 
tion has been accounted for by the company 
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on its books and in the statements and, pro- 
vided the amount is significant, he will 
register an exception in his certificate. It is 
important that creditors and investors who 
rely upon certified statements should weigh 
carefully any qualification in the auditor's 
certificate. 

It is recognized in the accounting profes- 
sion that the auditor should decline to give 
any opinion at all that the financial state- 
ments present the financial position or earn- 
ings, if the qualifications he would have to 
report are of such material affect as to 
amount to a negation of the opinion. It is 
seldom, indeed, that such a situation war- 
ranting the withholding of a certificate occurs 
and many auditors may never actually ex- 
perience it. 

Now and then the auditor may find that 
the company’s system of internal control is 
unsatisfactory so that he may be obliged to 
make a detailed audit in lieu of relying upon 
the sampling or testing mode of examination. 
However, the auditor should discuss very 
promptly with the management any impor- 
tant shortcomings ex isting in the system of 
internal control so that they may be rectified 
as soon as possible. The auditor may, in 
unusual circumstances, be obliged to submit 
a certificate which indicates that the system 
of interiral control is not adequate, in his 
judgment, but he should first give the man- 
agement every opportunity to get its account- 
ing records and system in order. 

Any facts or explanations appended to the 
financial statements should be expressed as 
representations by the company. Contingent 
liabilities are an example. Extraordinary 
commitments may be another. If the auditor 
is satisfied with the company’s explanations 
in footnotes to the financial statements he 
need not, under ordinary circumstances, re- 
peat those explanations in his certificate. But 
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if he considers that the matter dealt with ina 
footnote calls for emphasis or special com- 
ment on his part by reason of its import and 
bearing on the financial showing or if he js 
unable to corroborate the representation to 
his satisfaction, then he may make some ref- 
erence to the footnote in his certificate. 

It is to be supposed that usually the com- 
pany and the auditor will be able to agree 
upon the subject matter and wording of foot- 
notes which, in the judgment of the auditor, 
should be attached to the financial statements 
In exceptional cases difficult questions may 
arise which will put a severe test upon the 
independence of the auditor and the sound- 
ness of his j:dgment. In the discussions be- 
tween the American Institute of Account- 
ants and the New York Stock Exchange in 
1932, the Exchange took the position that the 
auditor should report upon any transaction 
of the company affecting its directors or off- 
cers where there might be a conflict of inter- 
est between them and the shareholders. The 
auditor has to be cautious not to jump to 
conclusions about the character ef transac- 
tions which he may suspect at first should 
be separately disclosed in his report. 

An exceedingly difficult decision may con- 
front the auditor when disclosure of certain 
information which he believes to be vital to 
an adequate presentation of the financial po 
sition of the company could, in the view of 
the management, be damaging to the com- 
pany in the sense that the disclosure itself 
would tend to cause or accentuate a_ loss 
which otherwise might not materialize. In 
cases of this sort, the company is entitled to 
make the disclosure in such a way as to avoid 
any needless admission on its part, while the 
auditor must insist that sufficient notice be 
given of the financial circumstance or con- 
tingency so that creditors and investors may 
not be misled. 
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Agenda for Progressive Taxation, 
3y William Vickrey. THe RoNnALD 
Press Company, New York, 1947. 
496 pages, $4.75. 

The provocative title of this book 
is more than a publisher’s catch-phrase. 
For the author has succeeded in ful- 
filling its promise and has presented a 
detailed list of reforms necessary for 
a more equitable taxing system. Dr. 
Vickrey writes as an economist who 
is familiar with the practical problems 
of tax administration, for he was a 
senior economist in the Tax Research 
Division of the U. S. Treasury Depart 
ment and served as Tax adviser to 
the Governor of Puerto Rico. His treat- 
ment of the subject matter represents 


the middle ground between a_ con- 
centration on the broader economic 
aspects, on one hand, or a detailed 


consideration of the legal problems on 
the other. 

Progressive taxation, of course, re- 
fers to the principle of graduating tax 
rates according to the individual's abil- 
ity to pay. This method has been fol- 
lowed in our Federal tax structure 
since the adoption of the income tax 
law in 1913. Progressive taxation is 
not confined to income, but is equally 
applicable to the “stock of goods” type 
ot tax such as the net worth, and in- 
heritance taxes. Thus, any discussion 
of progressive taxation could cover a 
variety of different taxes, but the 
present book confines itself mainly to 
income and inheritance taxes. 

Dr. Vickrey urges that at least three 
reforms should be immediately adopt- 
ed. These are (1) full taxation of 
capital gains including full offset of 
losses (2) changing exemption of gov- 
ernment bond interest to a tax credit 
and (3) inclusion in income of interest 
earned on life insurance. 

The full taxation of capital gains 
has a surface plausibility that makes it 
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attractive. Many articles and special 
studies have investigated this topic 
and the Treasury Department has had 
experience with various methods of 
treating capital gains. The present re- 
duced tax on long-term gains and the 
allowance of a partial deduction of 
capital losses from normal income re- 
ceives the unqualified approval of very 
few groups. Nevertheless, it grants 
greater equity and makes tax revenues 
less susceptible to the business cycle 
than does the full taxation recommend- 
ed in this book. 

Elimination of the exemption of in- 
terest on government bonds is advo- 
cated by nearly all students of fiscal 
policy. The strong political opposition 
makes such a complete elimination 
highly doubtful. Furthermore, equity 
demands that an attempt be made to 
protect market values, if the exemption 
is altered. To meet both these objec- 
tions, Dr. Vickrey suggests that a tax 
credit of, say, 25% of the interest, be 
substituted for the present exemption. 
This suggestion is not without merit 
and one hopes that it can command suf- 
ficient suport to overcome the objec- 
tions it is sure to meet. 

Since interest on bank deposits is in- 
come, there is no logical reason for ex- 
cluding from taxation income earned on 
insurance policy reserves. This exclu- 
sion offers a means of tax avoidance 
that would become of great importance 
if the first two suggestions of Dr. 
Vickrey were adopted. The author 
thinks this interest should be included 
in the tax return of the individual policy 
holder. This would require that insur- 
ance companies report each year to its 
policyholders the amount of such in- 
come. 

In addition to these vital immediate 
changes, this book contains many 
others, two of which are novel. The first 
of these is a comprehensive cumulative 
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wing of income with full-carry for- 


ward and carry-back of losses and also 
if unused personal exemptions. 


averse 


The 
is the imposing of inheritance 


“bequeathing power’ basis. 


taxes ona 
(his last idea is a complicated one in 
application, but the objective is to make 
he tax burden exactly the same on the 
transfer of a given sum from one in- 
dividual to another, regardless of the 
number of steps through which the 
transfer is effected. 

We can comment on but a few of the 
other recommendations. The inclusion 
in the taxpayer’s income of all income 
of a dependent seems an eminently fair 
procedure. An earned income credit of, 
Say, 30° of the first $1,000 of the 
earnings of each individual with a cor- 
responding reduction of the basic ex- 
emption is suggested. One wonders 
why a real differentiation in the treat- 
ment of earned income might not be 
possible. To remove the present prefer- 
ence given home owners, the suggestion 
is advanced that deductions for mort- 
gage interest and property taxes be 
eliminated. This is a more practical 
solution than the computing of the ren- 
tal value of the home and including it 
in the owners income which has some- 
times been urged. 

In his effort to obtain real equity, 
Dr. Vickery includes in taxable income 
many items which are at present ex- 
cluded. But since rates are not pro- 
posed, this would not necessarily mean 
an increase in the tax paid by the in- 
dividuals. Nevertheless, the first reac- 
tion of the reader to eliminating certain 
deductions is the fear that the result 
will be higher taxes. 

The author writes in the turgid, un- 
interesting stvle which is the character- 
istic of most tax books and it makes 
reading rather difficult. The unpleasant 
stvle and the many implications that 
certain taxpayers are not. at present 
bearing their fair share of the tax bur- 
den, are sure to annoy some readers. 
On the whole, the book is objective and 
scientific, but the use of such phrases 
as “promote economic equality” and 


onre, 
oe 
ver 


“capable of producing a substantial re- 
distribution of income”, in discussing 
the objectives of a tax system causes 
one to wonder about the economic phil- 
osophy of the author. 

The ideas presented are extremely 
well documented and their number and 
novelty reflect long study and a thor- 
ough knowledge of the topic. You may 
not agree with all of the author’s ideas, 
but anyone interested in taxes would 
benefit from having read them. 


CHARLEs L. SAVAGE 


Adelphi College 
Garden City, New York 


New York Laws Affecting Business 
Corporations (Annotated), 
28th Edition, Revised to April 18, 
1947. J. B. R. Smith, Editor. 1947, 
xxxiit+610 pages. Price : $2.00, post- 
age paid. Unirep States Corpora- 
tion Co., New York and Albany. 


This well known publication contains 
the full text of the General Corporation 
Law, the Stock Corporation Law, the 
Business Corporations Law, “Blue Sky” 
and Anti-Trust provisions of the Gen- 
eral Business Law, the Uniform Stock 
Transfer Act, and the General Associa- 
tions Law, as well as applicable sec- 
tions of other pertinent laws. There 
is also included a synoptic analysis 
(which provides quick reference to the 
several corporation laws), a table of 
cases, and a complete index. 

The 1947 changes include the amend- 
ment to section 27 of the Stock Cor- 
poration Law, relating to convertible 
shares, as well as fourteen different 
changes in the Tax Laws affecting cor- 
porations. In addition to these and two 
amendments to the General Corpora- 
tion Law, there are changes of interest 
to corporations in the Personal Prop- 
erty Law, the Civil Practice Act, the 
Executive Law and the Decedent Es- 
tate Law. Miscellaneous acts relating 
to contributions, service of notice and 
other war emergency measures, includ- 
ing Renegotiation of War Contracts, 
are also covered. 
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